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FINDINGS OF FACT

These consolidated civil antitrust actions dleging violations of the Sherman Act, 88 1 and 2, and
various state satutes by the defendant Microsoft Corporation, were tried to the Court, Sitting without a
jury, between October 19, 1998, and June 24, 1999. The Court has considered the record evidence

submitted by the parties, made determinations as to its relevancy and materidity, assessed the



credibility of the testimony of the witnesses, both written and oral, and ascertained for its purposes the
probative sgnificance of the documentary and visud evidence presented. Upon the record before the
Court as of July 28, 1999, at the close of the admission of evidence, pursuant to FeD. R. Civ. P. 52(a),
the Court finds the following facts to have been proved by a preponderance of the evidence. The
Court shdl gate the conclusions of law to be drawn therefrom in a separate Memorandum and Order

to befiled in due course.

BACKGROUND

1 A “persond computer” (“PC”) isadigitd information processing device designed for
use by one person a atime. A typica PC congsts of centra processing components (eq., a
microprocessor and main memory) and mass data storage (such asahard disk). A typicad PC system
congsts of aPC, certain periphera input/output devices (including a monitor, a keyboard, a mouse, and
aprinter), and an operating system. PC systems, which include desktop and laptop models, can be
digtinguished from more powerful, more expendve computer systems known as “ servers,” which are
designed to provide data, services, and functiondity through a digital network to multiple users.

2. An “operding system” is a software program that controls the alocation and use of
computer resources (such as central processing unit time, main memory space, disk space, and
input/output channds). The operating system aso supports the functions of software programs, caled
“applications,” that perform specific user-oriented tasks. The operating system supports the functions
of gpplications by exposing interfaces, caled “gpplication programming interfaces,” or “APIS” These

are synapses at which the devel oper of an gpplication can connect to invoke pre-fabricated blocks of



code in the operating syslem. These blocks of code in turn perform crucid tasks, such as displaying
text on the computer screen. Because it supports gpplications while interacting more closdly with the
PC system’ s hardware, the operating system is said to serve as a“platform.”

3. An Intd-compatible PC is one designed to function with Intel’ s 80x86/Pentium families
of microprocessors or with compatible microprocessors manufactured by Intel or by other firms.

4, An operaing system designed to run on an Intel-compatible PC will not function on a
non-Intel-compeatible PC, nor will an operating system designed for a non-Intel-compatible PC function
on an Intel-compatible one. Similarly, an application that relies on APIs specific to one operating
sysem will not, generdly speaking, function on another operating system unlessiit isfirst adapted, or
“ported,” to the APIs of the other operating system.

5. Defendant Microsoft Corporation is organized under the laws of the State of
Washington, and its headquarters are Stuated in Redmond, Washington. Since its inception, Microsoft
has focused primarily on developing software and licensing it to various purchasers.

6. In 1981, Microsoft released the first verson of its Microsoft Disk Operating System,
commonly known as“MS-DOS.” The system had a character-based user interface that required the
user to type specific indructions at a command prompt in order to perform tasks such as launching
goplications and copying files. When the International Business Machines Corporation (“IBM™)
sdected MS-DOS for pre-ingtdlation onits first generation of PCs, Microsoft’ s product became the
predominant operating system sold for Intel-competible PCs.

7. In 1985, Microsoft began shipping a software package called Windows. The product

included a graphica user interface, which enabled users to perform tasks by selecting icons and words



on the screen usng amouse. Although origindly just auser-interface, or “shdll,” Stting ontop of MS
DOS, Windows took on more operating-system functiondity over time,

8. In 1995, Microsoft introduced a software package caled Windows 95, which
announced itself asthefirst operating system for Intel-compatible PCs that exhibited the same sort of
integrated features as the Mac OS running PCs manufactured by Apple Computer, Inc. (“Appl€’).
Windows 95 enjoyed unprecedented popularity with consumers, and in June 1998, Microsoft released
its successor, Windows 98.

9. Microsoft isthe leading supplier of operating systemsfor PCs. The company transacts
busnessin dl fifty of the United States and in most countries around the world.

10. Microsoft licenses copies of its software programs directly to consumers. The largest
part of its MS-DOS and Windows sdes, however, conssts of licensing the products to manufacturers
of PCs (known as “origina equipment manufacturers’ or “OEMS’), such asthe IBM PC Company and
the Compag Computer Corporation (“Compaq’). An OEM typicdly ingtals a copy of Windows onto
one of its PCs before sdlling the package to a consumer under asingle price.

11.  Thelnternetisagloba eectronic network, conssting of smaler, interconnected
networks, which dlows millions of computers to exchange information over telephone wires, dedicated
data cables, and wirdlesslinks. The Internet links PCs by means of servers, which run specidized
operaing systems and applications designed for servicing a network environment.

12. The World Wide Web (“the Web") is a massive collection of digital information
resources stored on servers throughout the Internet. These resources are typically provided in the form

of hypertext documents, commonly referred to as “Web pages,” that may incorporate any combination
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of text, graphics, audio and video content, software programs, and other data. A user of acomputer
connected to the Internet can publish a page on the Web ssmply by copying it into a specidly
designated, publicly accessible directory on aWeb server. Some Web resources are in the form of
goplications that provide functiondity through a user’s PC system but actudly execute on a server.

13. Internet content providers (“1CPs’) are the individuas and organi zations that have
established a presence, or “dte,” on the Web by publishing a collection of Web pages. Most Web
pages are in the form of “hypertext”; that is, they contain annotated references, or “hyperlinks,” to other
Web pages. Hyperlinks can be used as cross-references within a single document, between documents
on the same Site, or between documents on different Sites.

14.  Typicaly, one page on each Web ste isthe “home page,” or the first access point to
the gte. The home pageis usudly ahypertext document that presents an overview of the Site and
hyperlinks to the other pages comprising the Site.

15. PCstypically connect to the Internet through the services of Internet access providers
(“IAPs’), which generaly charge subscription fees to their cusomersin the United States. There are
two types of IAPs. Online services (*OLSs’) such as America Online (*AOL”), Prodigy, and the
Microsoft Network (“MSN”) offer, in addition to Internet access, various services and an array of
proprietary content. Internet service providers (“1SPs’) such as MindSpring and Netcom, on the other
hand, offer few services apart from Internet access and relatively little of their own content.

16. A “Web client” is software that, when running on a computer connected to the Internet,
sends information to and receives information from Web servers throughout the Internet. Web clients

and servers trandfer data using a standard known as the Hypertext Transfer Protocol (“HTTP’). A



“Web browser” is atype of Web client that enables a user to select, retrieve, and perceive resources
on the Web. In particular, Web browsers provide away for a user to view hypertext documents and
follow the hyperlinks that connect them, typicaly by moving the cursor over alink and depressng the
mouse button.

17.  Although certain Web browsers provided graphica user interfaces as far back as 1993,
the first widdly-popular graphical browser distributed for profit, called Navigator, was brought to
market by the Netscape Communications Corporation in December 1994. Microsoft introduced its

browser, cdled Internet Explorer, in July 1995.

. THE RELEVANT MARKET

18.  Currently there are no products, nor are there likely to be any in the near future, that a
ggnificant percentage of consumers world-wide could substitute for Intel-compatible PC operating
systems without incurring substantid costs. Furthermore, no firm that does not currently market Intel-
compatible PC operating systems could start doing so in away that would, within areasonably short
period of time, present a Significant percentage of consumerswith aviable aternative to exiging Intel-
compatible PC operating sysems. It follows thet, if one firm controlled the licensing of dl Intdl-
compatible PC operating systems world-wide, it could set the price of alicense substantialy above that
which would be charged in a competitive market and leave the price there for a Sgnificant period of
time without losing so many customers as to make the action unprofitable. Therefore, in determining the
levd of Microsoft’s market power, the rlevant market isthe licenaing of dl Intel-compatible PC

operating systems world-wide.



A. Demand Subgtitutability
1 Server Operating Systems

19. Consumers could not turn from Intel-compatible PC operating sysemsto Intel-
compatible server operating systems without incurring substantial costs, since the latter type of systemiis
sold a a sgnificantly higher price than the former. A consumer intent on acquiring a Sserver operating
system would aso have to buy a computer of substantidly greater power and price than an Intel-
compatible PC, because server operating systems generally cannot function properly on PC hardware.
The price of an Intel-compatible PC operating system accounts for only avery smal percentage of the
price of an Intel-compatible PC system. Thus, even a subgtantiad increase in the price of an Intel-
compatible PC operating system above the competitive level would result in only atrivid increasein the
price of an Inte-compatible PC system. Very few consumers would purchase expensive serversin
response to atrivid increase in the price of an Intel-compatible PC system. Furthermore, a consumer
would not obtain a satisfactory subdtitute for an Intel-compatible PC operating system even if he
purchased a server, Snce server operating systems lack the features — and support for the breadth of
applications — that induce users to purchase Intel-compatible PC operating systems.

2. Non-Intel-Compatible PC Operating Systems

20. Since only Intel-competible PC operating systems will work with Intel-compatible PCs,
aconsumer cannot opt for a non-Intel-compatible PC operating system without obtaining a non-Intel-
compatible PC. Thus, for consumers who aready own an Intel-compatible PC system, the cost of
switching to anon-Intel compatible PC operating system includes the price of not only a new operating

system, but dso anew PC and new peripherd devices. It dso includesthe effort of learning to use the



new system, the cost of acquiring a new set of compatible gpplications, and the work of replacing files
and documents that were associated with the old gpplications. Very few consumers would incur these
cogtsin response to the trivid increase in the price of an Inte-compatible PC system that would result
from even a substantid increase in the price of an Intel-compatible PC operating system. For example,
users of Intel-compatible PC operating systems would not switch in large numbers to the Mac OSin
response to even a substantial, sustained increase in the price of an Intel-compatible PC operating
system.

21.  Theresponseto aprice increase would be somewhat greater among consumers buying
thar first PC system, because they would not have dready invested time and money in an Intel-
compatible PC system and a set of compatible gpplications. Apple does not license the Mac OS
separately from its PC hardware, however, and the package of hardware and software comprising an
Apple PC system is priced substantidly higher than the average price of an Intel-compatible PC
system. Furthermore, consumer demand for Apple PC systems suffers on account of the relative
dearth of applications written to run on the Mac OS. It isunlikdy, then, that afirm controlling the
licenang of dl Intel-compatible PC operating systems would lose so many new PC usersto Apple as
the result of a subgtantia, enduring price increase as to make the action unprofitable. It istherefore
proper to define ardevant market that excludesthe Mac OS. In any event, as Section I11 of these
findings demondtrates, including the Mac OS in the relevant market would not dter the Court’s

conclusion asto the level of Microsoft's market power.

3. Information Appliances



22. No operating system designed for a hand-held computer, a“smart” wireless telephone,
atdevisgon sat-top box, or agame console is capable of performing as an adequate operating system
for an Intel-compatible PC. Therefore, in order to adopt a substitute for the Intel-compatible PC
operating system from the realm of “information appliances,” a consumer must acquire one or more of
these devicesin lieu of an Inte-compatible PC system.

23. It is possible that, within the next few years, those consumers who otherwise would use
an Intel-compatible PC system soldly for storing addresses and schedules, for sending and receiving E-
mall, for browsing the Web, and for playing video games might be able to choose a complementary set
of information gppliances over an Intel-competible PC system without incurring substantid costs. To
the extent this subgtitution occurs, though, it will be the result of innovation by the producers of
information gppliances, and it will occur even if Intel-compatible PC operating systems are priced at the
same leved that they would be in acompetitive market. More importantly, while some consumers may
decide to make do with one or more information gppliances in place of an Intel-compatible PC system,
the number of these consumerswill, for the foreseeable future, remain smdl in comparison to the
number of consumers deciding that they gtill need an Intel-compatible PC system. One reason for this
isthe fact that no single type of information appliance, nor even dl types in the aggregate, provides dl of
the features that most consumers have cometo rely on in their PC systems and in the gpplications that
run on them. Thus, most of those who buy information gppliances will do so in addition to, rather than
ingtead of, buying an Intel-compatible PC system. Not surprisingly, then, sdes of PC sysems are not
expected to suffer on account of the growing consumer interest in information gppliances. It follows

that, for the foreseeable future, afirm controlling the licensing of dl Intel-compatible PC operating



systems could set prices substantiadly above competitive levels without losing an unacceptable amount
of businessto information gppliances.
4, Network Computers

24. A network computer system (sometimes cdled a“thin client”) typicdly contains central
processing components with basic capabilities, certain key periphera devices (such asamonitor, a
keyboard, and amouse), an operating system, and a browser. The system contains no mass storage,
however, and it processes little if any datalocaly. Instead, the system receives processed data and
software as needed from a server across anetwork. A network computer system lacks the hardware
resources to support an Intel-compatible PC operating system. It follows that software applications
written to run on a specific Intel-compatible PC operating system will not run on a network compuiter.
Network computers can run gpplications resding on a designated server, however. Moreover, a
network computer system typicaly can run gpplications residing on other servers, so long asthose
goplications are accessible through Web stes. The ability to run server-based gpplications is not
exclusve to network computer systems, however. Generdly speaking, any PC system equipped with a
browser and an Internet connection is capable of accessing applications hosted through Web sites.

25. Since the network computing mode! relies heavily on the processing power and
memory of servers, the requirements for the user’ s hardware (and thus the price of that hardware) are
low relative to those of an Intel-compatible PC system. Still, a user who dready owns areaivey
expendve Inte-competible PC system is not likely to abandon the investment and acquire less powerful
hardware just because one of the least expensive components of his PC system — the operating system

— issubgtantidly more expensive than it would be under competitive conditions. Just as doesthe Mac
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OS, the network computing model presents a somewhat more attractive dternative to the firg-time
computer buyer. But asin the case where a prospective purchaser is congdering acquiring the Apple
dternaive, anew buyer congdering the network computing model must choose between types of
computer systems. |If the consumer opts for the less expensive hardware of the network computer, that
hardware will not support an Intel-compatible PC operating system; and if the new buyer opts for the
more expengve hardware of an Intel-compatible PC, an Intel-compatible PC operating system will
amogt certainly come pre-ingtdled (and in any event represent very little additiond cost relative to the
price of the hardware).

26. Only afew firms currently market network computer systems, and the systems have yet
to attract substantial consumer demand. In part, thisis because PC systems, which can store and
process data locally as well as communicate with a server, have decreased so much in price asto cal
into question the vaue proposition of buying a network computer system. This fact would not change if
the price of an Intd-competible PC operating system rose sgnificantly, because the resulting changein
the price of an Intel-compatible PC system would be very minor. Another reason for the limited
demand for network computer systemsiis the fact that few consumers are in a position to turn from PC
systems to network computer systems without making substantid sacrifices; for the network computing
option exhibits sgnificant shortcomings for current PC owners and firg-time buyers dike. The
problems of latency, congestion, asynchrony, and insecurity across a communications network, and
contention for limited processing and memory resources a the remote server, can dl resultina
subgtantid derogation of computing performance. Moreover, the owner of a network computer is

required to enter into long-term dependency upon the owner of aremote server in order to obtain
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functiondity that would reside within his control if he owned a PC system. If network computing
becomes a viable aternative to PC-based computing, it will be because innovation by the proponents
of the network computing model overcomes these problems, and it will hagppen even if Inte-compatible
PC operating systems are priced at comptitive levels. In any case, that day has not arrived, nor does
it appear imminent.
5. Server-Based Computing Generally

27. As the bandwidth available to the average user increases, “portd” Web sites, which
aggregate Web content and provide services such as search engines, E-mail, and travel reservation
systems, could begin to host full lines of the server-based, persona-productivity applications that have
begun to gppear in smal numbers on the Web. If s0, increasing numbers of computer users equipped
with Web browsers and 1 AP connections could begin to conduct a significant portion of their
computing through these portas. To the extent they might do so, users probably would not regard the
Mac OS s limited stock of compatible applications as the mgor drawback to using an Apple PC
system that it istoday, and they might be increasingly drawn to network computer systems and
information gppliances. The variety and ease of use of server-based applications accessble through
browsers would have to increase a great ded from today’ s levels, however, before the tota costs of
dispensing with an Intel-competible PC operating system would decline sufficiently to impose a
ggnificant congraint on the pricing of those sysems. Again, that day is not imminent; for at leest the
next few years, the overwhelming mgority of consumers accessing server-based applications will do so
using an Intel-compatible PC system and a browser.

6. Middleware
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28. Operating systems are not the only software programs that expose APIs to application
developers. The Netscape Web browser and Sun Microsystems, Inc.’s Java classlibraries are
examples of non-operating system software that do likewise. Such software is often cdled
“middleware’ becauseit relies on the interfaces provided by the underlying operating system while
smultaneoudy exposing its own APIsto developers. Currently no middleware product exposes
enough APIs to dlow independent software vendors (“1SV'S’) profitably to write full-featured persond
productivity applications that rely solely on those APIs.

29. Even if middleware deployed enough APIs to support full-featured applications, it
would not function on a computer without an operating system to perform tasks such as managing
hardware resources and controlling peripherd devices. But to the extent the array of applications
relying solely on middleware comes to satisfy al of a user’s needs, the user will not care whether there
exigs alarge number of other gpplications that are directly compatible with the underlying operating
sysem. Thus, the growth of middleware-based gpplications could lower the costs to users of choosing
a non-Intel-compatible PC operating system like the Mac OS. It remains to be seen, though, whether
there will ever be asustained stream of full-featured applications written solely to middlewvare APIs. In
any event, it would take severd years for middiware and the gpplications it supports to evolve from the
gatus quo to a point at which the cost to the average consumer of choosing anon-Intel compatible PC
operaing system over an Intel-compatible one falls so low as to congtrain the pricing of the latter
systems.

B. The Possibility of Supply Responses

13



30. Firmsthat do not currently produce Intel-compatible PC operating systems could do
s0. What is more, once afirm had written the necessary software code, it could produce millions of
copies of its operating system a relatively low cost. The ability to meet alarge demand is useless,
however, if the demand for the product is smdl, and sgns do not indicate large demand for anew Intd-
compatible PC operating syslem. To the contrary, they indicate that the demand for anew Intel-
compatible PC operating system would be severdly congtrained by an intractable “ chicken-and-egg”
problem: The overwhedming mgority of consumerswill only use a PC operating system for which there
dready exigs alarge and varied set of high-qudity, full-featured applications, and for which it seems
redively certain that new types of applications and new versons of existing goplications will continue to
be marketed at pace with those written for other operating systems. Unfortunately for firms whose
products do not fit that bill, the porting of gpplications from one operating system to another is a costly
process. Consequently, software devel opers generdly write gpplicationsfirst, and often exclusvely, for
the operating system that is dready used by a dominant share of al PC users. Users do not want to
invest in an operating system until it is clear that the system will support generations of gpplications that
will meet their needs, and developers do not want to invest in writing or quickly porting applications for
an operating system until it is clear that there will be a sizegble and stable market for it. What is more,
consumers who aready use one Inte-compatible PC operating system are even less likely than firgt-
time buyers to choose a newcomer to the field, for switching to a new system would require these users
to scrap the investment they have made in gpplications, training, and certain hardware.

3L The chicken-and-egg problem notwithstanding, a firm might reasonably expect to make
aprofit by introducing an Intel-compatible PC operating system designed to support a type of
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goplication that satisfies the specid interests of a particular subset of users. For example, Be, Inc.
(‘B€’) markets an Intel-compatible PC operating system cdled BeOS that offers superior support for
multimedia gpplications, and the operating system enjoys a certain amount of success with the segment
of the consumer population that has a specid interest in creating and playing multimedia content with a
PC sysem. Stll, while a niche operating system might turn a profit, the chicken-and-egg problem
(hereinafter referred to as the “ gpplications barrier to entry”) would make it prohibitively expensive for
anew Intel-compatible operating system to attract enough developers and consumers to become a
vigble dternative to a dominant incumbent in lessthan afew years.

32. To the extent that developers begin writing attractive gpplications that rely solely on
sarvers or middleware instead of PC operating systems, the gpplications barrier to entry could erode.
Asthe Court finds above, however, it remains to be seen whether server- or middleware-based
development will flourish a dl. Even if such development were dready flourishing, it would be severd
years before the applications barrier eroded enough to clear the way for the relatively rapid emergence
of aviable dterndive to incumbent Inte-competible PC operating sysems. It is highly unlikely, then,
that afirm not dready marketing an Intel-compatible PC operating system could begin marketing one
that would, in lessthan afew years, present a sgnificant percentage of consumers with avigble

dternative to incumbents.

1. MICROSOFT'SPOWER IN THE RELEVANT MARKET
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33. Microsoft enjoys so much power in the market for Intel-competible PC operating
sysemsthat if it wished to exercise this power solely in terms of price, it could charge a price for
Windows substantidly above that which could be charged in a competitive market. Moreover, it could
do so for aggnificant period of time without losing an unacceptable amount of business to competitors.
In other words, Microsoft enjoys monopoly power in the relevant market.

34. Viewed together, three main facts indicate that Microsoft enjoys monopoly power.
Firg, Microsoft's share of the market for Intel-compatible PC operating sysemsis extremely large and
gable. Second, Microsoft’ s dominant market share is protected by a high barrier to entry. Third, and
largely as aresult of that barrier, Microsoft’ s customers lack acommercidly viable dternative to
Windows.

A. Market Share

35. Microsoft possesses a dominant, persstent, and increasing share of the world-wide
market for Intel-compatible PC operating systems. Every year for the last decade, Microsoft’ s share
of the market for Intel-compatible PC operating systems has stood above ninety percent. For the last
couple of years the figure has been at least ninety-five percent, and andysts project that the share will
climb even higher over the next few years. Even if Apple s Mac OS were included in the rlevant

market, Microsoft’ s share would still stand well above eighty percent.

B. The Applications Barrier to Entry

16



1 Description of the Applications Barrier to Entry

36. Microsoft’ s dominant market share is protected by the same barrier that hel ps define
the market for Intel-compatible PC operating systems. As explained above, the applications barrier
would prevent an aspiring entrant into the relevant market from drawing a sgnificant number of
customers away from adominant incumbent even if the incumbent priced its products subgantialy
above competitive levels for a 9gnificant period of time. Because Microsoft’'s market shareis so
dominant, the barrier hasasmilar effect within the market: 1t prevents Intel-compatible PC operating
systems other than Windows from attracting sgnificant consumer demand, and it would continue to do
s0 even if Microsoft held its prices subgtantialy above the competitive levd.

37. Consumer interest in a PC operating system derives primarily from the ability of that
system to run gpplications. The consumer wants an operating system that runs not only types of
goplications that he knows he will want to use, but aso those types in which he might develop an
interest later. Also, the consumer knows that if he chooses an operating system with enough demand to
support multiple gpplications in each product category, he will be lesslikely to find himsdf sratened
later by having to use an gpplication whaose features disgppoint him. Findly, the average user knows
that, generdly speaking, gpplications improve through successve versons. He thus wants an operating
system for which successve generations of his favorite applications will be released — promptly at thet.
The fact that avastly larger number of gpplications are written for Windows than for other PC
operating systems attracts consumers to Windows, because it reassures them that ther interests will be

met as long as they use Microsoft’s product.
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38. Software development is characterized by substantial economies of scale. The fixed
costs of producing software, including applications, isvery high. By contrast, margind codts are very
low. Moreover, the costs of developing software are “sunk” — once expended to devel op software,
resources so devoted cannot be used for another purpose. The result of economies of scale and sunk
costsisthat gpplication devel opers seek to sall as many copies of their gpplications as possble. An
goplication that is written for one PC operating system will operate on another PC operating system
only if it is ported to that system, and porting applicationsis both time-consuming and expensive.
Therefore, gpplication developers tend to write first to the operating system with the most users—
Windows. Developers might then port their gpplications to other operating systems, but only to the
extent that the margina added sales judtify the cost of porting. In order to recover that cost, 1SV's that
do go to the effort of porting frequently set the price of ported gpplications congderably higher than that
of the origind versons written for Windows.

39. Consumer demand for Windows enjoys positive network effects. A positive network
effect is a phenomenon by which the attractiveness of a product increases with the number of people
usngit. Thefact that thereis amultitude of people usng Windows makes the product more éttractive
to consumers. The large installed base attracts corporate customers who want to use an operating
system that new employees are dready likely to know how to use, and it attracts academic consumers
who want to use software that will dlow them to share files easily with colleagues at other indtitutions.
The main reason that demand for Windows experiences positive network effects, however, isthat the
gze of Windows ingalled base impels |SVsto write applications first and foremost to Windows,

thereby ensuring alarge body of applications from which consumers can choose. The large body of
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gpplications thus reinforces demand for Windows, augmenting Microsoft’ s dominant postion and
thereby perpetuating 1SV incentives to write applications principaly for Windows. This sdlf-reinforcing
cycleis often referred to as a* positive feedback loop.”

40.  What for Microsoft is a pogitive feedback 1oop is for would-be competitors avicious
cycle. For just as Microsoft’s large market share creates incentives for 1SV's to develop applications
first and foremost for Windows, the smadl or non-existent market share of an aspiring competitor makes
it prohibitively expensive for the aspirant to develop its PC operating system into an acceptable
subgtitute for Windows. To provide aviable substitute for Windows, another PC operating system
would need alarge and varied enough base of compatible gpplications to reassure consumers thet their
interestsin variety, choice, and currency would be met to more-or-less the same extent asif they chose
Windows. Even if the contender attracted severd thousand compatible gpplications, it would still ook
like a gamble from the consumer’ s perspective next to Windows, which supports over 70,000
goplications. The amount it would cost an operating system vendor to cregte that many gpplicationsis
prohibitively large. Therefore, in order to ensure the availability of a set of gpplications comparable to
that available for Windows, a potentia riva would need to induce a very large number of ISVsto write
to its operating system.

41. In deciding whether to develop an gpplication for a new operating system, an ISV’s
first congderation isthe number of usersit expects the operating system to attract. Out of thisfocus
arises a collective-action problem: Each ISV redizes that the new operating system could attract a
sgnificant number of usersif enough I1SV's developed gpplications for it; but few |SVswant to sink

resources into developing for the system until it becomes established. Since everyone iswaiting for
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everyone ese to bear the risk of early adoption, the new operating system has difficulty attracting
enough applications to generate a positive feedback loop. The vendor of a new operating system
cannot effectively solve this problem by paying the necessary number of 1SV sto write for its operating
system, because the cost of doing so would dwarf the expected return.

42.  Counteracting the collective-action phenomenon is another known as the “firs-mover
incentive” For an ISV interested in attracting users, there may be an advantage to offering the first and,
for awhile, only gpplication in its category that runs on anew PC operating system. The user base of
the new system may be smdll, but every user of that syslem who wants such an gpplication will be
compdled to use the ISV’ s offering. Moreover, if demand for the new operating system suddenly
explodes, the first mover will regp large sales before any competitors arrive. An 1SV thus might be
drawn to anew PC operating system as a“ protected harbor.” Once first-movers stake claimsto the
magor categories of gpplications, however, there is a strong chance that the new operating system could
gdl; it would not support the most familiar gpplications, nor the variety and number of applications, that
attract large numbers of consumers, and there would no longer exist afirst-mover incentive to attract
additionad 1SVsto the important application categories. Although the upgtart operating system might
find itself with enough applications support to hold a fraction of the market, the collective-action
phenomenon would il prevent the syslem from gaining the kind of pogtive feedback momentum that
can turn afringe entrant into ariva that would put competitive pressure on Windows.

43.  Thecost to awould-be entrant of inducing ISVsto write applications for its operating
system exceeds the cost that Microsoft itself has faced in inducing ISV s to write gpplications for its

operating system products, for Microsoft never confronted a highly penetrated market dominated by a
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sangle competitor. Of course, the fact that it is extremdy difficult for an efficient would-berivd to
accumul ate enough applications support to compete with Windows does not mean that sustaining its
own gpplications support is effortless for Microsoft. In fact, if Microsoft sopped investing the
hundreds of millions of dollarsit spends each year inducing ISVs to write gpplications for Windows, it
might become easier than it currently isfor a competitor to develop its own positive feedback loop. But
given that Windows today enjoys overwhdmingly more gpplications support than any other PC
operaing system, it would il take that competitor years to develop the necessary momentum. Plus,
while Microsoft may spend more on platform “evangelization,” even in relative terms, than any other PC
operating-system vendor, it is not difficult to understand why it is worthwhile for the principd
beneficiary of the gpplications barrier to devote more resources to augmenting it than aspiring rivas are
willing to expend in speculative efforts to erode it.

44, Microsoft continudly releases “new and improved” versions of its PC operating system.
Each time it does, Microsoft must convince |SV's to write gpplications that take advantage of new
APIs, so that existing Windows users will have incentive to buy an upgrade. Since ISVsare usudly il
earning substantia revenue from gpplications written for the last verson of Windows, Microsoft must
convince them to write for the new verson. Evenif ISVsare dow to take advantage of the new APIs,
though, no gpplications barrier sandsin the way of consumers adopting the new system, for Microsoft
ensures that successve versons of Windows retain the ability to run gpplications developed for earlier
versons. Infact, Snce 1SVs know that consumers do not fed locked into their old versions of
Windows and that new versions have historicdly attracted substantia consumer demand, ISV s will

generdly write to new APIs aslong as the interfaces enable attractive, innovative features. Microsoft
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supplements developers' incentives by extending various ‘ seds of gpprova’ — vigble to consumers,
investors, and industry andysts — to those ISV's that promptly develop new versons of ther
gpplications adapted to the newest verson of Windows. In addition, Microsoft works closely with
ISVsto help them adapt their gpplications to the newest version of the operating system — a process
that isin any event far easier than porting an gpplication from one vendor’s PC operating system to
another’s. In sum, despite the substantia resources Microsoft expendsinducing 1SVsto develop
goplications for new versons of Windows, the company does not face any obstacles nearly asimposing
asthe barrier to entry that vendors and would-be vendors of other PC operating systems must
overcome.
2. Empirical Evidence of the Applications Barrier to Entry

45. The experiences of IBM and Apple, Microsoft’s most significant operating system

rivasin the mid- and late 1990s, confirm the strength of the gpplications barrier to entry.
a. OS2 Warp

46. IBM’sinahility to gain widespread developer support for its OS2 Warp operating
system illugtrates how the massve Windows ingtalled base makesit prohibitively costly for ariva
operating system to attract enough devel oper support to chalenge Windows. In late 1994, IBM
introduced its Intel-compatible OS2 Warp operating system and spent tens of millions of dollarsin an
effort to attract 1SV's to develop applications for OS2 and in an attempt to reverse-engineer, or
“clong” part of the Windows API set. Despite these efforts, IBM could obtain neither sgnificant
market share nor ISV support for OS2 Warp. Thus, dthough at its peak OS/2 ran gpproximately

2,500 applications and had 10% of the market for Intel-compatible PC operating systems, IBM
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ultimately determined that the applications barrier prevented effective competition against Windows 95.
For that reason, in 1996 IBM stopped trying to convince ISV sto write for OS2 Warp. IBM now
targets the product at a market niche, namely enterprise customers (mainly banks) that are interested in
particular types of application that run on OS2 Warp. The fact that IBM no longer tries to compete
with Windows is evidenced by the fact that it prices OS2 Warp at about two-and-one-half times the
price of Windows 98.
b. TheMac OS

47.  Theinability of Appleto compete effectively with Windows provides another example
of the gpplications barrier to entry in operation. Although Apple s Mac OS supports more than 12,000
goplications, even an inventory of that magnitude is not sufficient to enable Apple to present a Sgnificant
percentage of users with aviable subgtitute for Windows. The absence of alarge indalled base, in turn,
reinforces the digparity between the gpplications made available for the Mac OS and those made
avallable for Windows, further inhibiting Apple ssales. The applications barrier thus prevents the Mac
OS from hindering Microsoft’ s ability to control price, regardless of whether the Mac OS is regarded

as being in the rlevant market or not.

C. Fringe Operating Systems
48.  Theapplications barrier to entry does not prevent non-Microsoft, Intel-compatible PC
operating systems from attracting enough consumer demand and ISV support to survive. It does not
even prevent vendors of those products from making a profit. The barrier does, however, prevent the

products from drawing a sgnificant percentage of consumers avay from Windows.
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49.  Asdiscussed above, Be markets an Intel-compatible PC operating system, called
BeOS, that is specidly suited to support multimedia functions. The operating system surviveson a
relatively minuscule number of applications (gpproximately 1,000) and a user base which, a around
750,000, istrivia compared to the number of Windows users. One of the reasons the BeOS can even
atract that many users despite its smal base of applicationsisthat it advertisesitself as acomplement
to, rather than as a subgtitute for, Windows. Although the BeOS could run an Intel-compatible PC
system without Windows, it is dmost dways loaded on a systlem dong with Windows. What is more,
when these dud-loaded PC systems are turned on, Windows automaticaly boots; the user must then
take affirmative stepsto invoke the BeOS. While this scheme alows the BeOS to occupy anichein
the market, it does not place the product on atrgectory to replace Windows on a significant number of
PCs. The specid multimedia support provided by the BeOS may, for asmal number of users,
outweigh the disadvantages of maintaining two large, complex operating systems on one PC. Of that
group, however, it islikely that only atiny number of users will find that support so atractive that they
would be willing to forego Windows, and its huge base of compatible gpplications, dtogether.

50.  Theexperience of the Linux operaing system, averson of which runson Intel-
compatible PCs, amilarly failsto refute the existence of an gpplications barrier to entry. Linux isan
“open source” operating system that was created, and is continuously updated, by a globa network of
software devel opers who contribute their [abor for free. Although Linux has between ten and fifteen
million users, the mgority of them use the operating system to run servers, not PCs. Severd 1SVs have
announced their development of (or plansto develop) Linux versions of their applications. To date,

though, legions of 1SV's have not followed the lead of these first movers. Smilarly, consumers have by
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and large shown little inclination to abandon Windows, with its rliable devel oper support, in favor of an
operaing sysem whose future in the PC reimisunclear. By itsdlf, Linux’s open-source devel opment
modd shows no signs of liberating that operating system from the cycle of consumer preferences and
developer incentives that, when fueled by Windows enormous reservoir of gpplications, prevents non-
Microsoft operating systems from competing.
3. Open-Sour ce Applications Development

51. Since gpplication developers working under an open-source modd are not looking to
recoup their investment and make a profit by sdlling copies of their finished products, they are free from
the imperative that compdls proprietary developersto concentrate their efforts on Windows. In theory,
then, open-source developers are @ least as likely to develop applications for a non-Microsoft
operating system as they are to write Windows-compatible gpplications. In fact, they may be disposed
ideologically to focus their efforts on open-source platforms like Linux. Fortunately for Microsoft,
however, there are only so many developersin the world willing to devote their talents to writing,
testing, and debugging software pro bono publico. A smdl corps may be willing to concentrate its
efforts on popular gpplications, such as browsers and office productivity applications, that are of vaue
to most users. It isunlikdy, though, that a sufficient number of open-source developers will commit to
developing and continually updating the large variety of gpplications that an operating system would
need to attract in order to present a sgnificant number of users with aviable dternative to Windows. In
practice, then, the open-source modd of gpplications devel opment may increase the base of
goplications that run on non-Microsoft PC operating systems, but it cannot dissolve the barrier that

prevents such operating systems from chadlenging Windows.
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4, Cloning the 32-Bit Windows APIs

52.  Theoreticdly, the developer of a non-Microsoft, Intel-compatible PC operating system
could circumvent the applications barrier to entry by cloning the APIs exposed by the 32-bit versons of
Windows (Windows 9x and Windows NT). Applications written for Windows would then aso run on
the rival system, and consumers could use the rival system confident in that knowledge. Trandating this
theory into practice is virtualy impossible, however. Firg of dl, cloning the thousands of APIs dready
exposed by Windows would be an enormoudy expensive undertaking. More daunting is the fact that
Microsoft continudly adds APIs to Windows through updates and new versons. By thetime arivd
finished cloning the APIs currently in existence, Windows would have exposed a multitude of new ones.
Since the rivd would never catch up, it would never be able to assure consumers that its operating
system would run al of the gpplications written for Windows. IBM discovered thisto its dismay in the
mid-1990s when it failed, despite a massve investment, to clone a sufficiently large part of the 32-bit
Windows APIs. In short, attempting to clone the 32-bit Windows APIsis such an expengive, uncertain
undertaking that it fails to present a practical option for awould-be competitor to Windows.

C. Viable Alter natives to Windows

53.  That Microsoft's market share and the gpplications barrier to entry together endow the
company with monopoly power in the market for Intel-compatible PC operating systemsis directly
evidenced by the sustained absence of redistic commercid dternatives to Microsoft's PC operating-
system products.

54. OEMs are the most important direct customers for operating systems for Intel-

compatible PCs. Because competition anong OEMsis intense, they pay particularly close attention to
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consumer demand. OEMs are thus not only important customersin their own right, they are dso
surrogates for consumers in identifying reasonably-available commercid dternatives to Windows.
Without significant exception, dl OEMs pre-ingal Windows on the vast mgority of PCs that they s,
and they uniformly are of amind that there exists no commercidly viable dternative to which they could
switch in response to a substantial and sustained price increase or its equivaent by Microsoft. For
example, in 1995, a atime when IBM 4ill placed hope in OS/2's &bility to rivad Windows, the firm
nevertheless calculated that its PC company would |ose between seventy and ninety percent of its sdes
volume if failed to load Windows 95 on its PCs. Although afew OEMs have announced their intention
to pre-ingdl Linux on some of the computers they ship, none of them plan to ingal Linux in lieu of
Windows on any appreciable number of PC (as opposed to server) systems. For its part, Be is not
even attempting to persuade OEMsto ingtall the BeOS on PCsto the exclusion of Windows.

55.  OEMsbdievethat the likelihood of aviable dternative to Windows emerging any time
in the next few yearsistoo low to congtrain Microsoft from raising prices or imposing other burdens on
customers and usars. The accuracy of this bief is highlighted by the fact that the other vendors of
Intel-compatible PC operating systems do not view their own offerings as viable dternaives to
Windows. Microsoft knows that OEMs have no choice but to load Windows, both because it has a
good understanding of the market in which it operates and because OEMs have told Microsoft as
much. Indicative of Microsoft’s assessment of the Situation is the fact that, in a 1996 presentation to the
firm’s executive committee, the Microsoft executive in charge of OEM licensing reported thet piracy

continued to be the main competition to the company’ s operating system products. Securein this

27



knowledge, Microsoft did not consider the prices of other Intel-compatible PC operating systems when
it set the price of Windows 98.

56.  Asthe Court found above, the growth of server- and middleware-based applications
development might eventudly weaken the applications barrier to entry. Thiswould not only make it
eader for outsde firmsto enter the market, it could dso make it easier for non-Microsoft firms aready
in the market to present a viable dternative to Windows. But as the Court also found above, it is not
clear whether ISVswill ever develop alarge, diverse body of full-featured gpplications thet rely soldy
on APIs exposed by servers and middleware. Furthermore, even assuming that such amovement has
aready begun in earnest, it will take severd years for the applications barrier to erode enough to engble
anon-Microsoft, Intel-compatible PC operating system to develop into a viable dternative to

Windows.

D. Price Restraint Posed by Microsoft’s Installed Base

57. Software never expires, so consumers who adready have averson of Windows with
which they are content and who are not shopping for anew PC system are somewhat reluctant to incur
the cost of upgrading to anew verson of Windows. Fortunately for Microsoft, the pace of innovation
in PC hardwareis rapid, and the price of that hardware has declined steadily in recent years. Asa
result, existing PC users buy new PC systems rdatively frequently, and OEMs il attract at a hedthy
rate buyers who have never owned acomputer. The license for one of Microsoft’ s operating system

products prohibits the user from transferring the operating system to another machine, so thereis no
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legd secondary market in Microsoft operating systems. This meansthat any consumer who buys a new
I ntel-compatible PC and wants Windows must buy a new copy of the operating system. Microsoft
takes painsto ensure that the versons of its operating system that OEMs pre-ingtdl on new PC systems
arethe mogt current. It doesthis, in part, by increasing the price to OEMs of older versions of
Windows when the newer versons are released. Since Microsoft can sell so many copies of each new
operating system through the sales of new PC systems, the average price it sets for those sysemsis
little affected by the fact that older versons of Windows never wear out.

E. Price Restraint Posed by Piracy

58.  Although thereisno legal secondary market for Microsoft’s PC operating systems,
thereisathriving illega one. Software piratesillegdly copy software products such as Windows,
sdling each copy for afraction of the vendor’s usud price. One of the ways Microsoft combats piracy
is by advisng OEMs that they will be charged a higher price for Windows unless they dragticaly limit
the number of PCsthat they sdll without an operating system pre-ingaled. In 1998, dl mgor OEMs
agreed to thisredtriction. Naturdly, it is hard to sdll a pirated copy of Windows to a consumer who has
aready received alegd copy included in the price of hisnew PC system. Thus, Microsoft isableto
effectively contain, if not extinguish, theillegd secondary market for its operating-system products. So
even though Microsoft is more concerned about piracy than it is about other firms operating system
products, the company’ s pricing is not substantidly constrained by the need to reduce the incentives for
consumersto acquire their copies of Windowsiillegaly.

F. Price Restraint Posed by Long-Term Threats
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59.  The softwareindugtry in generd is characterized by dynamic, vigorous competition. In
many cases, one of the early entrants into a new software category quickly captures alion’s share of
the sdles, while other productsin the category are either driven out dtogether or relegated to niche
positions. What eventualy displaces the leader is often not competition from another product within the
same software category, but rather a technologica advance that renders the boundaries defining the
category obsolete. These events, in which categories are redefined and leaders are superseded in the
process, are spoken of as “inflection points.”

60.  Theexponentiad growth of the Internet represents an inflection point born of
complementary technologica advances in the computer and telecommunications industries. Therise of
the Internet in turn has fueled the growth of server-based computing, middieware, and open-source
software development. Working together, these nascent paradigms could oust the PC operating
system from its pogition as the primary platform for goplications development and the main interface
between users and their computers. Microsoft recognizes that new paradigms could arise to depreciate
the value of sdling PC operaing systems,; however, the fact that these new paradigms dready exist in
embryonic or primitive form does not prevent Microsoft from enjoying monopoly power today. For
while consumers might one day turn to network computers, or Linux, or acombination of middieware
and some other operating system, as an dternative to Windows, the fact remains that they are not doing
so today. Nor are consumers likdly to do so in gppreciable numbers any time in the next few years.
Unless and until that day arrives, no significant percentage of consumerswill be able to abandon
Windows without incurring substantial costs. Microsoft can therefore set the price of Windows

subgtantialy higher than that which would be charged in a competitive market — or impose other
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burdens on consumers — without losing so much business as to make the action unprofitable.  If
Microsoft exerted its power solely to raise price, the day when users could turn away from Windows
without incurring substantial costs would still be severd years distant. Moreover, Microsoft could keep
its prices high for a sgnificant period of time and gtill lower them in time to meet the threet of anew
paradigm. Alternatively, Microsoft could delay the arriva of anew paradigm on the scene by
expending surplus monopoly power in ways other than the maintenance of high prices.

G. Significance of Microsoft’s Innovation

61.  Thefact that Microsoft invests heavily in research and devel opment does not evidence
alack of monopoly power. Indeed, Microsoft has incentives to innovate aggressively despiteits
monopoly power. Firg, if there are innovations that will make Intel-compatible PC systems attractive
to more consumers, and those consumer's less sengtive to the price of Windows, the innovations will
trandate into increased profits for Microsoft. Second, athough Microsoft could significantly restrict its
investment in innovation and gtill not face aviable dternative to Windows for severd years, it can push
the emergence of competition even farther into the future by continuing to innovate aggressively. While
Microsoft may not be able to stave off dl potentid paradigm shifts through innovation, it can thwart
some and delay others by improving its own products to the greater satisfaction of consumers.

H. Microsoft’s Pricing Behavior

62. Microsoft’s actud pricing behavior is consstent with the propostion that the firm enjoys
monopoly power in the market for Intel-compatible PC operating systlems. The company’ s decison
not to consder the prices of other vendors' Intel-compatible PC operating systems when setting the

price of Windows 98, for example, is probative of monopoly power. Onewould expect afirmina
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competitive market to pay much closer atention to the prices charged by other firmsin the market.
Another indication of monopoly power isthe fact that Microsoft raised the price that it charged OEMs
for Windows 95, with trivid exceptions, to the same levd asthe price it charged for Windows 98 just
prior to releasing the newer product. 1n a competitive market, one would expect the price of an older
operating system to stay the same or decrease upon the release of a newer, more attractive verson.
Microsoft, however, was only concerned with inducing OEMs to ship Windows 98 in favor of the older
vergon. Itisunlikely that Microsoft would have imposed this price increase if it were genuindy
concerned that OEMs might shift their business to another vendor of operating systems or hasten the
development of viable dternatives to Windows.

63. Findly, it isindicative of monopoly power that Microsoft felt thet it had substantia
discretion in setting the price of its Windows 98 upgrade product (the operating system product it sdls
to existing users of Windows 95). A Microsoft study from November 1997 reved s that the company
could have charged $49 for an upgrade to Windows 98 — there is no reason to believe that the $49
price would have been unprofitable — but the study identifies $89 as the revenue-maximizing price.
Microsoft thus opted for the higher price.

64. An aspect of Microsoft's pricing behavior that, while not tending to prove monaopoly
power, is conggtent with it isthe fact that the firm charges different OEMs different prices for
Windows, depending on the degree to which the individuad OEMs comply with Microsoft' s wishes.
Among the five largest OEMs, Gateway and IBM, which in various ways have res sted Microsoft's

effortsto enlist them in its efforts to preserve the gpplications barrier to entry, pay higher pricesthan
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Compag, Ddl, and Hewlett-Packard, which have pursued |ess contentious relationships with
Microsoft.

65. It is not possible with the available data to determine with any level of confidence
whether the price that a profit-maximizing firm with monopoly power would charge for Windows 98
comports with the price that Microsoft actudly charges. Evenif it could be determined that Microsoft
charges less than the profit-maximizing monopoly price, though, that would not be probative of alack
of monopoly power, for Microsoft could be charging what seems like alow short-term price in order to
maximize its profits in the future for reasons unrdated to underselling any incipient competitors. For
ingtance, Microsoft could be stimulating the growth of the market for Intel-compatible PC operating
systems by keeping the price of Windows low today. Given the Size and stability of its market share,
Microsoft stands to regp dmost dl of the future rewards if there are yet more consumers of Intel-
compatible PC operating sysems. By pricing low rdative to the short-run profit-maximizing price,
thereby focusing on attracting new users to the Windows platform, Microsoft would dso intensify the
positive network effects that add to the impenetrability of the applications barrier to entry.

66. Furthermore, Microsoft expends a Sgnificant portion of its monopoly power, which
could otherwise be spent maximizing price, on imposing burdensome redtrictions on its customers —
and in inducing them to behave in ways — that augment and prolong that monopoly power. For
example, Microsoft attaches to a Windows license conditions that restrict the ability of OEMsto
promote software that Microsoft believes could weaken the gpplications barrier to entry. Microsoft
a0 charges alower price to OEMs who agree to ensure that al of their Windows machines are

powerful enough to run Windows NT for Workstations. To the extent this provision induces OEMsto
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concentrate their efforts on the development of rdatively powerful, expensive PCs, it makes OEMs less
likely to pursue smultaneoudy the opposite path of developing “thin client” systems, which could
threaten demand for Microsoft’s Intel-compatible PC operating system products. 1n addition,
Microsoft charges alower price to OEMswho agree to ship dl but aminute fraction of their machines
with an operating system pre-ingdled. While this helps combat piracy, it dso makesit less likely that
consumers will detect increases in the price of Windows and renders operating systems not pre-
ingalled by OEMs in large numbers even less tractive to consumers. After dl, aconsumer’sinterest
in a non-Windows operating system might not outweigh the burdens on syssem memory and
performance associated with supporting two operating sysems on asingle PC. Other such restrictions

and incentives are described balow.

l. Microsoft’s Actions Toward Other Firms
67. Microsoft’ s monopoly power is aso evidenced by the fact that, over the course of
severa years, Microsoft took actions that could only have been advantageousiif they operated to

reinforce monopoly power. These actions are described below.

V. THE MIDDLEWARE THREATS
68. Middleware technologies, as previoudy noted, have the potentia to weaken the
applications barrier to entry. Microsoft was apprehensive that the APIs exposed by middleware

technologies would attract so much developer interest, and would become so numerous and varied,
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that there would arise a substantid and growing number of full-featured applications thet relied largdly,
or even whally, on middleware APIs. The gpplications relying largely on middleware APIs would
potentialy be relatively easy to port from one operating system to another. The gpplications relying
exclusvely on middleware APIs would run, as written, on any operating system hosting the requisite
middieware. So the more popular middieware became and the more APIs it exposed, the more the
postive feedback loop that sustains the gpplications barrier to entry would disspate. Microsoft was
concerned with middleware as a category of software; each type of middieware contributed to the
threat posed by the entire category. At the same time, Microsoft focused its antipathy on two
incarnations of middleware that, working together, had the potentia to weaken the gpplications barrier
severely without the assistance of any other middieware. These were Netscape' s Web browser and

Sun’simplementation of the Java technologies.

A. The Netscape Web browser

69. Netscape Navigator possesses three key middleware attributes that endow it with the
potentid to diminish the gpplications barrier to entry. Fird, in contrast to non-Microsoft, Intel-
compatible PC operating systems, which few users would want to use on the same PC systems that
carry their copies of Windows, a browser can gain widespread use based on its vaue as a complement
to Windows. Second, because Navigator exposes a set (abeit alimited one) of APIs, it can serveasa
platform for other software used by consumers. A browser product is particularly well positioned to
serve as a platform for network-centric gpplications that run in association with Web pages. Findly,

Navigator has been ported to more than fifteen different operating systems. Thus, if adeveloper writes
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an gpplication that relies solely on the APIs exposed by Navigator, that application will, without any
porting, run on many different operating systems.

70.  Adding to Navigator's potentia to weaken the gpplications barrier to entry is the fact
that the Internet has become both a mgor inducement for consumersto buy PCsfor the first time and a
magor occupier of the time and attention of current PCs users. For any firm looking to turn its browser
product into an gpplications platform such to rivd Windows, the intense consumer interest in dl things
Internet-related is a great boon.

71. Microsoft knew in the fal of 1994 that Netscape was developing versions of a\Web
browser to run on different operating systems. It did not yet know, however, that Netscape would
employ Navigator to generate revenue directly, much less that the product would evolve in such away
asto threaten Microsoft. In fact, in late December 1994, Netscape' s chairman and chief executive
officer (*CEQ"), dm Clark, told a Microsoft executive that the focus of Netscape' s business would be
gpplications running on servers and that Netscape did not intend to succeed at Microsoft’ s expense.

72.  Assoon as Netscape released Navigator on December 15, 1994, the product began to
enjoy dramatic acceptance by the public; shortly after its release, consumers were dready using
Navigator far more than any other browser product. This darmed Microsoft, which feared that
Navigator’' s enthusiastic reception could embolden Netscape to develop Navigator into an dternative
platform for applications development. In late May 1995, Bill Gates, the chairman and CEO of
Microsoft, sent a memorandum entitled “ The Internet Tidd Wave’ to Microsoft’ s executives describing
Netscape as a“new competitor ‘born’ on the Internet.” He warned his colleagues within Microsoft

that Netscape was “ pursuing a multi-platform strategy where they move the key AP into the client to
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commoditize the underlying operating syssem.” By the late soring of 1995, the executives responsible
for setting Microsoft’ s corporate strategy were deeply concerned that Netscape was moving its
businessin adirection that could diminish the gpplications barrier to entry.

B. Sun’sImplementation of the Java Technologies

73.  Theterm“Java’ refersto four interlocking dements. Firs, there is a Java programming
language with which devel opers can write gpplications. Second, thereis a set of programs written in
Javatha expose APIs on which developers writing in Java can rely. These programs are cdled the
“Javaclasslibraries” Thethird ement isthe Java compiler, which trandates the code written by the
developer into Java “bytecode” Findly, there are programs cdled “ Java virtua machines,” or “JVMs,”
which trandate Java bytecode into ingtructions comprehensble to the underlying operating system. If
the Javaclasslibrariesand a VM are present on a PC system, the sysem is said to carry a“ Java
runtime environment.”

74.  Theinventors of Javaa Sun Microsystems intended the technology to enable
gpplications written in the Java language to run on avariety of platformswith minima porting. A
program written in Java and relying only on APIs exposed by the Java classlibraries will run on any PC
system containing a VM that has itsdlf been ported to the resident operating system. Therefore, Java
developers need to port their gpplications only to the extent that those gpplications rely directly on the
APIs exposed by a particular operating system. The more an gpplication written in Javardieson APIs
exposed by the Java class libraries, the less work its developer will need to do to port the application to
different operating systems. The easer it isfor developersto port their goplications to different

operaing systems, the more applications will be written for operating systems other than Windows. To
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date, the Java class libraries do not expose enough APIs to support the development of full-featured
goplications that will run well on multiple operating systems without the need for porting; however, they
do dlow rdatively ample, network-centric gpplications to be written cross-platform. ItisSun's
ultimate ambition to expand the class libraries to such an extent that many full-festured, end-user-
oriented gpplications will be written cross-platform. The closer Sun getsto thisgod of “write once, run
anywhere,” the more the gpplications barrier to entry will erode.

75. Sun announced in May 1995 that it had devel oped the Java programming language.
Mid-level executives & Microsoft began to express concern about Sun’'s Javavison in thefal of that
year, and by late spring of 1996, senior Microsoft executives were deeply worried about the potentia
of Sun’s Java technologies to diminish the applications barrier to entry.

76. Sun’'s strategy could only succeed if a Java runtime environment that complied with
Sun’'s sandards found its way onto PC systems running Windows. Sun could not count on Microsoft
to ship with Windows an implementation of the Java runtime environment that threstened the
applications barrier to entry. Fortunately for Sun, Netscape agreed in May 1995 to include a copy of
Sun’s Java runtime environment with every copy of Navigator, and Navigator quickly became the
principa vehicle by which Sun placed copies of its Java runtime environment on the PC systems of
Windows users.

77.  The combined efforts of Netscape and Sun threatened to hasten the demise of the
goplications barrier to entry, opening the way for non-Microsoft operating systems to emerge as
acceptable subgtitutes for Windows. By stimulating the development of network-centric Java

applications accessible to users through browser products, the collaboration of Netscape and Sun dso
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heralded the day when vendors of information appliances and network computers could present users
with viable dternatives to PCs themsalves. Neverthdess, these middleware technologies have along
way to go before they might imperil the applications barrier to entry. Windows 98 exposes nearly ten
thousand APIs, whereas the combined APIs of Navigator and the Java class libraries, together
representing the greatest hope for proponents of middieware, total less than athousand. Decision-
makers a Microsoft are gpprenensve of potentia as well as present threats, though, and in 1995 the
implications of the symbiosis between Navigator and Sun's Java implementation were not lost on
executives at Microsoft, who viewed Netscape' s cooperation with Sun as a further reason to dread the

increasing use of Navigator.

C. Other Middleware Threats

78.  Although they have been the most prominent, Netscape' s Navigator and Sun’'s Java
implementation are not the only manifestations of middleware that Microsoft has percelved as having
the potentia to weaken the gpplications barrier to entry. Starting in 1994, Microsoft exhibited
considerable concern over the software product Notes, distributed first by Lotus and then by IBM.
Microsoft worried about Notes for several reasons. It presented a graphicd interface that was
common across multiple operating systems; it dso exposed a set of APIsto developers; and, like
Navigator, it served as a digtribution vehicle for Sun’s Java runtime environment. Then in 1995,
Microsoft reacted with darm to Intel’s Native Signal Processing software, which interacted with the

microprocessor independently of the operating system and exposed APIs directly to devel opers of
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multimedia content. Findly, in 1997 Microsoft noted the dangers of Appl€' s and Rea Networks
multimedia playback technologies, which ran on severd platforms (including the Mac OS and
Windows) and similarly exposed APIsto content developers. Microsoft feared al of these
technol ogies becauise they facilitated the devel opment of user-oriented software that would be

indifferent to the identity of the underlying operating system.

V. MICROSOFT’SRESPONSE TO THE BROWSER THREAT

A. Microsoft’s Attempt to Dissuade Netscape from Developing Navigator asa
Platform

79. Microsoft’ sfirst response to the threat posed by Navigator was an effort to persuade
Netscape to structure its business such that the company would not distribute platform-level browsing
software for Windows. Netscape' s assent would have ensured that, for the foreseesble future,
Microsoft would produce the only platform-level browsing software distributed to run on Windows.
Thiswould have diminated the progpect that non-Microsoft browsing software could weaken the
gpplications barrier to entry.

80. Executives at Microsoft received confirmation in early May 1995 that Netscape was
developing a version of Navigator to run on Windows 95, which was due to be released in a couple of
months. Microsoft’s senior executives understood thet if they could prevent this version of Navigator
from presenting aternatives to the Internet-related APIs in Windows 95, the technologies branded as
Navigator would cease to present an dternative platform to developers. Even if non-Windows

versons of Navigator exposed Internet-related API's, applications written to those APIs would not run
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on the platform Microsoft executives expected to enjoy the largest ingtdled base, i.e., Windows 95.

S0, aslong asthe version of Navigator written for Windows 95 relied on Microsoft’ s Internet-related
APIsingead of exposng its own, developing for Navigator would not mean developing cross-platform.
Deveopers of network-centric applications thus would not be drawn to Navigator’'s APIs in subgtantia
numbers. Therefore, with the encouragement and support of Gates, a group of Microsoft executives
commenced a campaign in the summer of 1995 to convince Netscape to hdt its development of
platform-level browsing technologies for Windows 95.

81. In ameeting held at Microsoft's headquarters on June 2, 1995, Microsoft executives
suggested to Jm Clark’ s replacement as CEO at Netscape, James Barksdde, that the version of
Navigator written for Windows 95 be designed to rely upon the Internet-related APIsin Windows 95
and digtinguish itsdlf with “vaue-added” software components. The Microsoft executives left unsaid the
fact that vaue-added software, by definition, does not present a Sgnificant platform for applications
development. For his part, Barksdde informed the Microsoft representatives that the browser
represented an important part of Netscape' s business strategy and that Windows 3.1 and Windows 95
were expected to be the primary platforms for which Navigator would be distributed.

82.  Attheconcluson of the June 2 meeting, Microsoft till did not know whether or not
Netscape intended to preserve Navigator’'s own platform capabilities and expand the set of APIs that it
exposed to developers. In the hope that Netscape could sill be persuaded to forswear any platform
ambitions and ingtead rely on the Internet technologies in Windows 95, Microsoft accepted
Barksdd€e sinvitation to send a group of representatives to Netscape' s headquarters for atechnology

“brainstorming sesson” on June 21. Netscape' s senior executives saw the meeting as an opportunity to
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ask Microsoft for access to crucid technicd information, including certain APIs, that Netscape needed
in order to ensure that Navigator would work well on systems running Windows 95.

83. Early in the June 21 meeting, Microsoft representatives told Barksdae and the other
Netscape executives present that they wanted to explore the possibility of building a broader and closer
relationship between the two companies. To this end, the Microsoft representatives wanted to know
whether Netscape intended to adopt and build on top of the Internet-related platform that Microsoft
planned to include in Windows 95, or rather to expose its own Internet-related API's, which would
compete with Microsoft's. 1f Netscape was not committed to providing an aternative platform for
network-centric gpplications, Microsoft would assst Netscape in developing server- and (to alimited
extent) PC-based software gpplications that relied on Microsoft’s Internet technologies. For one thing,
the representatives explained, Microsoft would be content to leave the development of browser
products for the Mac OS, UNIX, and Microsoft’s 16-bit operating system products to Netscape.
Alternatively, Netscape could license to Microsoft the underlying code for a Microsoft-branded
browser to run on those platforms. The Microsoft representatives made it clear, however, that
Microsoft would be marketing its own browser for Windows 95, and that this product would rely on
Microsoft’s platform-leve Internet technologies. If Netscape marketed browsing software for
Windows 95 based on different technologies, then Microsoft would view Netscape as a competitor,
not a partner.

84.  When Barksdae brought the discussion back to the particular Windows 95 APIs that
Netscape actudly wanted to rely on and needed from Microsoft, the representatives from Microsoft

explained that if Netscape entered a“ specid rdationship” with Microsoft, the company would treat
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Netscape as a“ preferred ISV.” This meant that Netscape would enjoy preferential access to technical
information, including APIs. They intimated that Microsoft’ sinternd developers had aready cregted
the APIs that Netscape was seeking, and that Microsoft had not yet decided elther which 1SVswould
be privileged to receive them or when access would be granted. The Microsoft representatives made
clear that the dacrity with which Netscape would receive the desired Windows 95 APIs and other
technical information would depend on whether Netscape entered this “specia relaionship” with
Microsoft.

85.  After ligening to Microsoft's proposd, Barksdde had two main questions. First, where
would the line between platform (Microsoft’ s exclusve domain) and applications (where Netscape
could continue to function) be situated? Second, who would get to decide where the line would lie?
After dl, the attractiveness of a specid reationship with Microsoft depended a great ded on how much
room would remain for Netscape to innovate and seek profit. The Microsoft representatives replied
that Microsoft would incorporate most of the functionality of the current Netscape browser into the
Windows 95 platform, perhaps leaving room for Netscape to distribute a user-interface shell. Where
Netscape would have the most scope to innovate would be in the development of software “solutions,”
which are gpplications (mainly server-based) focused on meeting the needs of specific types of
commercid users. Since such gpplications are dready minutely cdibrated to the needs of ther users,
they do not present platforms for the development of more specific gpplications. Although the
representatives from Microsoft assured Barksdd e that the line between platform and solutions was
fixed by a collaborative decison-making process between Microsoft and its ISV partners, those

representatives had aready indicated that the space Netscape would be alowed to occupy between
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the user and Microsoft's platform domain was a very narrow one. Simply put, if Navigator exposed
APIsthat competed for developer attention with the Internet-related API's Microsoft was planning to
build into its platform, Microsoft would regard Netscape as atrespasser on its territory.

86.  TheMicrosoft representatives did not ing<t at the June 21 mesting that Netscape
executives accept their proposal on the spot. For his part, Barksdde said only that he would like more
information regarding where Microsoft proposed to place the line between its platform and Netscape's
gpplications. In the ensuing, more technical discussions, the Netscape executives agreed to adopt one
component of Microsoft’s platform-level Internet technology called Internet Shortcuts. The meeting
ended cordidly, with both Sdes promising to keep the lines of communication open.

87.  Theexecutive who led Microsoft’s contingent on June 21, Danid Rosen, emerged from
the meeting optimigtic that Netscape would abandon its platform ambitionsin exchange for specia help
from Microsoft in developing solutions. His sentiments were not shared by another Microsoft
participant, Thomas Reardon, who had not failed to notice the Netscape executives grow tense when
the Microsoft representatives referred to incorporating Navigator’ s functiondity into Windows.

Reardon predicted that Netscape would compete with dmost al of Microsoft’s platform-level Internet
technologies. Once he heard both viewpoints, Gates concluded that Rosen was being a bit naive and
that Reardon had assessed the Stuation more accurately. I1n the middle of July 1995, Rosen’s superiors
instructed him to drop the effort to reach a strategic concord with Netscape.

88. Had Netscape accepted Microsoft’s proposd, it would have forfeited any prospect of
presenting a comprehensve platform for the development of network-centric gpplications. Even if the

versons of Navigator written for the Mac OS, UNIX, and 16-bit Windows had continued to expose
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APIs controlled by Netscape, the fact that Netscape would not have marketed any platform software
for Windows 95, the operating system that was destined to become dominant, would have ensured
that, for the foreseeable future, too few developers would rely on Navigator's APISsto create athreat
to the gpplications barrier to entry. In fact, dthough the discussions ended before Microsoft was
compelled to demarcate precisely where the boundary between its platform and Netscape' s
goplicationswould lig, it is unclear whether Netscape' s acceptance of Microsoft’s proposa would have
left the firm with even the ability to survive as an independent business

89.  Atthetime Microsoft presented its proposa, Navigator was the only browser product
with asgnificant share of the market and thus the only one with the potentid to weaken the gpplications
barrier to entry. Thus, had it convinced Netscape to accept its offer of a*“specid relationship,”
Microsoft quickly would have gained such control over the extensions and standards that network-
centric gpplications (including Web sites) employ asto make it dl but impossible for any future browser
rival to lure appreciable developer interest awvay from Microsoft’ s platform.

B. Withholding Crucial Technical Information

90. Microsoft knew that Netscape needed certain critica technica information and
assgtance in order to complete its Windows 95 verson of Navigator in time for the retail release of
Windows 95. Indeed, Netscape executives had made a point of requesting this information, especidly
the so-called Remote Network Access (“RNA”) AP, at the June 21 meeting. As was discussed
above, the Microsoft representatives at the meeting had responded that the haste with which Netscape
received the desired technical information would depend on whether Netscape entered the so-called

“gpecid relationship” with Microsoft. Specificdly, Microsoft representative J. Allard had told
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Barksdde that the way in which the two companies concluded the meeting would determine whether
Netscape received the RNA APl immediatdy or in three months.

91.  Although Netscape declined the specid relationship with Microsoft, its executives
continued, over the weeks following the June 21 meeting, to plead for the RNA API. Despite
Netscape's persistence, Microsoft did not release the API to Netscape until late October, i.e., as
Allard had warned, more than three months later. The delay in turn forced Netscape to postpone the
release of its Windows 95 browser until substantidly after the release of Windows 95 (and Internet
Explorer) in August 1995. As aresult, Netscape was excluded from most of the holiday selling season.

92. Microsoft similarly withheld a scripting tool that Netscape needed to make its browser
compatible with certain did-up ISPs. Microsoft had licensed the tool fredly to |SPs that wanted it, and
in fact had cooperated with Netscape in drafting a license agreement that, by mid-July 1996, needed
only to be sgned by an authorized Microsoft executive to go into effect. There the process hated,
however. In mid-August, a Microsoft representative informed Netscape that senior executives at
Microsoft had decided to link the grant of the license to the resolution of al open issues between the
companies. Netscape never received alicense to the scripting tool, and as aresult, was unable to do
business with certain ISPsfor atime.

C. The Smilar Experiences of Other Firmsin Dealing with Micr osoft

93. Other firmsin the computer industry have had encounters with Microsoft Smilar to the
experiences of Netscape described above. These interactions demonstrate thet it is Microsoft’s

corporate practice to pressure other firmsto hat software development that either shows the potentid
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to weaken the applications barrier to entry or competes directly with Microsoft’s most cherished

software products.

1 I ntel

94. At the sametimethat Microsoft was trying to convince Netscape to stop developing
cross-platform APIs, it was trying to convince Intel to halt the development of software that presented
developers with a set of operating-system-independent interfaces.

95.  Although Intel isengaged principdly in the design and manufacture of microprocessors,
it aso develops some software. Intdl’ s software development efforts, which take place at the Intel
Architecture Labs (“IAL"), are directed primarily at finding ussful ways to consume more
microprocessor cycles, thereby stimulating demand for advanced Intel microprocessors. By early
1995, IAL was in the advanced stages of developing software that would enable Intel 80x86
microprocessors to carry out tasks usually performed by separate chips known as “digital sgnal
processors.” By enabling this migration, the software, caled Native Signd Processing (“NSP”)
software, would endow Intel microprocessors with substantialy enhanced video and graphics
performance.

96. Intel was eager for software developers and hardware manufacturers to write software
and build peripherd devices that would implement the enhanced capabilities that its microprocessors

and its NSP software together offered. Intel did not believe, however, that the set of APIs and device
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driver interfaces (“DDIS’) in Windows had kept pace with the growing &bility of Inte’s
microprocessors to deliver audio/visua content. Consequently, IAL designed its NSP software to
expose Intd’s own APIs and DDIs that, when invoked by devel opers and hardware manufacturers,
would demonsgtrate the multimedia capabilities of an Intel microprocessor utilizing NSP.

97. Microsoft reacted to Intel’s NSP software with darm. First of dl, the software
threatened to offer ISV's and device manufacturers an dternative to waiting for Windows to provide
system-level support for products that would take advantage of advances in hardware technology.
More troubling was the fact that Intel was developing versions of its NSP software for non-Microsoft
operating systems. The different versions of the NSP software exposed the same set of software
interfaces to devel opers, so the more an application took advantage of interfaces exposed by NSP
software, the easier it would be to port that gpplication to non-Microsoft operating systems. In short,
Intel’ s NSP software bore the potentia to weaken the barrier protecting Microsoft’s monopoly power.

98. Over time, Microsoft devel oped additiona qualms about Intel’s NSP software. For
ingance, Intel initidly desgned the NSP software to be compatible with only Windows 3.1. At the
time, Microsoft was preparing to release Windows 95, and the company did not want anything
rekindling the interest of 1SV's, equipment manufacturers, and consumers in the soon-to-be obsolescent
version of Windows. More acute was Microsoft' s concern that users who received NSP software on
their Windows 3.1 systems would have difficulty upgrading those systemsto Windows 95. By June
1995, Intel had completed apre-release, or “beta,” version of its NSP software for Windows 95, but
Microsoft worried that a commercia verson would not be ready by the time OEMs began loading

Windows 95.
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99.  Along with its concerns about contemporaneous compdtibility, Microsoft aso
complained that Intel had not subjected its software to sufficient quality-assurance testing. Microsoft
was quick to point out that if Windows users detected problems with the software that came pre-
ingdled on their PC systems, they would blame Microsoft or the OEMSs, even if fault lay with Intel.
Microsoft’s concerns with compatibility and quality were genuine. Both pre-dating and over-
shadowing these transent and remediable concerns, however, was amore abiding fear a Microsoft
that the NSP software would render |SV's, device manufacturers, and (ultimately) consumers less
dependent on Windows. Without this fear, Microsoft would not have subjected Intel to the level of
pressure that it brought to bear in the summer of 1995.

100. Microsoft began complaining to Inte about its NSP software in inter-company
communications sent in the spring of 1995. In May, Microsoft raised the profile of its complaints by
sending some of its senior executivesto Intel to discuss the latter’ s incursion into Microsoft’ s platform
territory. Returning from the May mesting, one Microsoft employee urged his superiorsto refuse to
dlow Intel to offer platform-level software, even if it meant that Intel could not innovate as quickly asit
would like. If Inte wished to enadle a new function, the employee wrate, its only “winning path” would
be to convince Microsoft to support the ffort in its platform software. At any rate, “[slometimes Intel
would have to accept the outcome that the time is't right for [Microsoft].” In the first week of July,
Gates himsalf met with Intel’s CEO, Andrew Grove, to discuss, among other things, NSP. Ina
subsequent memorandum to senior Microsoft executives, Gates reported that he had tried to convince
Grove “to basicdly not ship NSP’” and more generally to reduce the number of people working on

oftware at Intd.
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101. Thedeveopment of an dternative platform to chalenge Windows was not the primary
objective of Intel’s NSP efforts. In fact, Intel wasinterested in providing APIs and DDIs only to the
extent the effort was necessary to ensure the development of gpplications and devices that would spark
demand for Intel’s most advanced microprocessors. Understanding Intel’ s limited ambitions, Microsoft
hastened to assure Intel that if it would stop promoting NSP s interfaces, Microsoft would accelerate its
own work to incorporate the functions of the NSP software into Windows, thereby stimulating the
development of gpplications and devicesthat relied on the new capabilities of Intel’ s microprocessors.
At the same time, Microsoft pressured the mgor OEMs to not install NSP software on their PCs until
the software ceased to expose APIs. NSP software could not find its way onto PCs without the
cooperation of the OEMS, so Intel redlized that it had no choice but to surrender the pace of software
innovation to Microsoft. By the end of July 1995, Intel had agreed to stop promoting its NSP
software. Microsoft subsequently incorporated some of NSP' s components into its operating-system
products. Even aslate asthe end of 1998, though, Microsoft till had not implemented key capabilities
that Intel had been poised to offer consumersin 1995.

102. Microsoft was not content to merely quash Intel’s NSP software. At a second meeting
a Intel’ s headquarters on August 2, 1995, Gates told Grove that he had a fundamental problem with
Intel using revenues from its microprocessor business to fund the development and distribution of free
platform-level software. In fact, Gates said, Intel could not count on Microsoft to support Intel’ s next
generation of microprocessors as long as Intel was developing platform-level software that competed
with Windows. Intel’s senior executives knew full well that Intel would have difficultly sdling PC

microprocessors if Microsoft stopped cooperating in making them compatible with Windows and if
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Microsoft stated to OEMs that it did not support Intel’s chips. Faced with Gates' threet, Intel agreed
to stop developing platform-level interfaces that might draw support away from interfaces exposed by
Windows.

103. OEMsrepresent the primary customers for Intel’s microprocessors. Since OEMs are
dependent on Microsoft for Windows, Microsoft enjoys continuing leverage over Intel. To illustrate,
Gates was able to report to other senior Microsoft executives in October 1995 that “Intel feels we have
al the OEMs on hold with our NSP chill.” He added:

Thisis good news because it means OEMs are listening to us. Andy [Grove] bdieves

Intdl isliving up to its part of the NSP bargain and that we should let OEMs know that

some of the new software work Intel isdoing isOK. If Intel isnot sticking totaly to its

part of the dedl let me know.

2. Apple

104. QuickTimeis Appl€ s software architecture for creating, editing, publishing, and playing
back multimedia content (e.g., audio, video, graphics, and 3-D graphics). Apple has created versions
of QuickTime to run on both the Mac OS and Windows, enabling developers using the authoring
software to create multimedia content that will run on QuickTime implementations for both operating
systems. QuickTime competes with Microsoft’s own multimedia technologies, including Microsoft's
multimedia APIs (caled “ DirectX”) and its media player. Because QuickTimeis cross-platform
middleware, Microsoft perceives it as a potentid threat to the gpplications barrier to entry.

105. Beginning in the spring of 1997 and continuing into the summer of 1998, Microsoft tried

to persuade Apple to stop producing a Windows 95 version of its multimedia playback software, which

presented developers of multimedia content with dternatives to Microsoft's multimedia APIs. If Apple
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acceded to the proposal, Microsoft executives said, Microsoft would not enter the authoring business
and would instead assst Apple in developing and sdlling tools for devel opers writing multimedia
content. Just as Netscape would have been free, had it accepted Microsoft’s proposal, to market a
browser shdl that would run on top of Microsoft's Internet technologies, Apple would have been
permitted, without hindrance, to market a media player that would run on top of DirectX. But, likethe
browser shell that Microsoft contemplated as acceptable for Netscape to develop, Apple' s QuickTime
shell would not have exposed platform-level APIsto developers. Microsoft executives acknowledged
to Apple their doubts that a firm could make a successful business out of marketing such ashdl. Apple
might find it profitable, though, to continue developing multimedia software for the Mac OS, and that,
the executives from Microsoft assured Apple, would not be objectionable. Aswas the case with the
Internet technologies it was prepared to tolerate from Netscape, Microsoft felt secure in the conviction
that developers would not be drawn in large numbers to write for non-Microsoft APIs exposed by
platforms whose ingtalled bases were inconsequentia in comparison with that of Windows.

106. Inther discussonswith Apple, Microsoft' s representatives made it clear that, if Apple
continued to market multimedia playback software for Windows 95 that presented a platform for
content devel opment, then Microsoft would enter the authoring business to ensure that those writing
multimedia content for Windows 95 concentrated on Microsoft's APIsingtead of Apple€'s. The
Microsoft representatives further stated that, if Microsoft was compelled to develop and market
authoring tools in competition with Apple, the technologies provided in those tools might very well be

inconsistent with those provided by Apple' stools. Findly, the Microsoft executives warned, Microsoft

52



would invest whatever resources were necessary to ensure that developers used itstoals, itsinvestment
would not be constrained by the fact that authoring software generated only modest revenue.

107.  If Microsoft implemented technologiesin its tools that were different from those
implemented in Appl€ stools, then multimedia content developed with Microsoft’ s tools would not run
properly on Apple s media player, and content developed with Applé€' s tools would not run properly
on Microsoft' smediaplayer. If, asitimplied it was willing to do, Microsoft then bundled its media
player with Windows and used a variety of tacticsto limit the distribution of Apple's media player for
Windows, it could succeed in extinguishing developer support for Apple s multimedia technologies.
Indeed, as the Court discussesin Section V1 of these findings, Microsoft had begun, in 1996, to use
just such adtrategy againgt Sun’s implementation of the Java technologies.

108. Thediscussions over multimedia playback software culminated in a meeting between
executives from Microsoft and Apple executives, including Apple CEO, Steve Jobs, a Apple's
headquarters on June 15, 1998. Microsoft’s objective at the meeting was to secure Apple's
commitment to abandon the development of multimedia playback software for Windows. At the
meeting, one of the Microsoft executives, Eric Engstrom, said that he hoped the two companies could
agree on asingle configuration of software to play multimedia content on Windows. He added,
ggnificantly, that any unified multimedia playback software for Windows would have to be based on
DirectX. If Applewould agree to make DirectX the standard, Microsoft would be willing to do severa
things that Apple might find beneficid. First, Microsoft would adopt Apple s“.MOV” as the universa
file format for multimedia playback on Windows. Second, Microsoft would configure the Windows

Media Player to display the QuickTime logo during the playback of “.MOV” files. Third, Microsoft
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would include support in DirectX for QuickTime APIs usad to author multimedia content, and
Microsoft would give Apple appropriate credit for the APIs in Microsoft’ s Software Devel oper Kit.

109.  Jobsreserved comment during the meeting with the Microsoft representatives, but he
explicitly rgected Microsoft's proposa afew weeks later. Had Apple accepted Microsoft’s proposd,
Microsoft would have succeeded in limiting substantialy the cross-platform development of multimedia
content. In addition, Appl€ s future success in marketing authoring tools for Windows 95 would have
become dependent on Microsoft’ s ongoing cooperation, for those tools would have relied on the
DirectX technologies under Microsoft's control.

110. Appl€ ssurrender of the multimedia playback business might have helped usersin the
short term by resolving exigting incompatibilities in the arena of multimedia software. In the long run,
however, the departure of an experienced, innovative competitor would not have tended to benefit
users of multimedia content. At any rate, the primary motivation behind Microsoft’s proposd to Apple
was not the resolution of incompetibilities that frustrated consumers and stymied content development.
Rather, Microsoft’s motivation was its dedire to limit as much as possible the devel opment of
multimedia content that would run cross-platform.

3. RealNetworks

111. RedNetworksisthe leader, in terms of usage share, in software that supports the
“sreaming” of audio and video content from the Web. ReaNetworks streaming software presents a
st of APIsthat competes for developer attention with APIs exposed by the streaming technologiesin
Microsoft's DirectX. Like Apple, ReaNetworks has developed versons of its software for multiple

operating systems. 1n 1997, senior Microsoft executives viewed ReaNetworks streaming software
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with the same gpprehension with which they viewed Appl€ s playback software — as comptitive
technology that could develop into part of amiddleware layer that could, in turn, become broad and
widespread enough to weaken the applications barrier to entry.

112. Attheend of May 1997, Gatestold a group of Microsoft executives that multimedia
streaming represented strategic ground that Microsoft needed to capture. He identified Real Networks
as the adversary and authorized the payment of up to $65 million for a sreaming software company in
order to accelerate Microsoft’ s effort to seize control of streaming standards. Two weeks |ater,
Microsoft Sgned aletter of intent for the acquigition of a streaming media company called VXtreme.

113. Perhgps senang an impending criss, executives at Real Networks contacted Microsoft
within days of the V Xtreme ded’ s announcement and proposed that the two companies enter a
grategic relaionship. The CEO of RealNetworkstold a senior vice president at Microsoft thet if
Red Networks were presented with a profitable opportunity to move to vaue-added software, the
company would be amenable to abandoning the base streaming business. On July 10, a Microsoft
executive, Robert Muglia, told a Red Networks executive that it would indeed be in the interests of
both companies if ReadlNetworks limited itsdf to developing vaue-added software designed to run on
top of Microsoft’ s fundamenta multimedia platform. Consequently, on July 18, Microsoft and
Red Networks entered into an agreement whereby Microsoft agreed to distribute a copy of
RedNetworks media player with each copy of Internet Explorer; to make a subgtantiad investment in
Red Networks; to license the source code for certain RealNetworks streaming technologies; and to

develop, dong with ReaNetworks, a common file format for streaming audio and video content.
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Muglia, who signed the agreement on Microsoft's behdf, beieved that RealNetworks had in turn
agreed to incorporate Microsoft’ s streaming media technologies into its products.

114. RedNetworks gpparently understood import of the agreement differently, for just afew
days after it 9gned the ded with Microsoft, Redl Networks announced that it planned to continue
developing fundamentd streaming software. Indeed, Rea Networks continues to do so today. Thus,
the mid-summer negotiations did not lead to the result Microsoft had intended. Still, Microsoft’s
intentions toward RealNetworks in 1997, and its dedlings with the company that summer, show that
decison-makers at Microsoft were willing to invest alarge amount of cash and other resourcesinto
securing the agreement of other companies to hat software development that exhibited discernible
potential to weaken the applications barrier.

4, IBM

115. IBM isboth a hardware and a software company. On the hardware sde, IBM
manufactures and licenses, among other things, Intel-compatible PCs. On the software side, IBM
develops and sdls, among other things, Intel-compatible PC operating systems and office productivity
goplications. The IBM PC Company relies heavily on Microsoft’ s cooperation to make a profit, for
few consumers would buy IBM PC systemsif those systems did not work well with Windows and,
further, if they did not come with Windowsincluded. IBM'’s software division, on the other hand,
competes directly with Microsoft in other respects. For instance, IBM has in the past marketed OS2
as an dternative to Windows, and it currently markets the SmartSuite bundle of office productivity
goplications as an dternaive to Microsoft' s Office suite. The fact that IBM’ s software divison markets

products that compete directly with Microsoft's most profitable products has frustrated the efforts of
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the IBM PC Company to maintain a cooperative relationship with the firm that controls the product
(Windows) without which the PC Company cannot survive.

116. Whereas Microsoft tried to convince Netscape to move its business in a direction that
would not facilitate the emergence of products that would compete with Windows, Microsoft tried to
convince IBM to move its business away from products that themselves competed directly with
Windows and Office. Microsoft leveraged the fact that the PC Company needed to license Windows
at a competitive price and on atimely bags, and the fact that the company needed Microsoft’ s support
in many more subtle ways. When IBM refused to abate the promotion of those of its own products
that competed with Windows and Office, Microsoft punished the IBM PC Company with higher
prices, alate license for Windows 95, and the withholding of technica and marketing support.

117.  Inthe summer of 1994, the IBM PC Company told Microsoft that, with repect to
licensng Microsoft’ s operating-system products, it wanted to be quoted termsjust as favorable as
those extended to IBM’ s competitor, Compaqg. It was IBM’s belief that Compaq paid the lowest rate
in the industry for Windows and enjoyed unparaleled marketing and technical support from Microsoft.
In response to the IBM PC Company’ s request, Microsoft proposed that the companies enter into a
“Frontline Partnership” similar to the one that existed between Microsoft and Compag. Pursuant to
that proposd, Microsoft and the IBM PC Company would perform joint sdes, marketing, and
development work, and the PC Company would receive future Microsoft products at the lowest rates
in the industry.

118. At the sametimethat it offered the IBM PC Company the rather generd termsin the

Frontline Partnership Agreement, Microsoft aso offered the PC Company specific reductionsin the
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royalty rate for Windows 95 if the company would focus its marketing and distribution efforts on
Microsoft’s new operating system. Specificdly, the PC Company would receive an $8 reduction in the
per-copy royaty for Windows 95 if it mentioned no other operating systems in advertisements for IBM
PCs, adopted Windows 95 as the standard operating system for its employees, and ensured that it was
shipping Windows 95 pre-ingtalled on at least fifty percent of its PCs two months after the release of
Windows 95. Given the volume of IBM’s PC shipments, the discount would have amounted to savings
of between $40 million and $48 million in one year. Of course, accepting the terms would have
required IBM, as a practica meatter, to abandon its own operating system, OS2. After dl, IBM would
have had difficulty convincing customers to adopt its own OS2 if the company itsaf had used
Microsoft’s Windows 95 and had featured that product to the excluson of OS2 in IBM PC
advertisements.

119. Representatives from IBM and Microsoft, including Bill Gates, met to discussthe
relationship between their companies at an industry conference in November 1994. At that meeting,
IBM informed Microsoft thet, rather than enter into the Frontline Partnership with Microsoft, IBM was
going to pursue an initiative it cdled “IBM Fire.” Condgtent with thetitle of the initiative, IBM would
aggressively promote IBM’ s software products, would not promote any Microsoft products, and
would pre-ingal OS2 Warp on dl of its PCs, including those on which it would dso pre-ingal
Windows. 1BM thus regjected the terms that would have resulted in an $8 reduction in the per-copy
roydty price of Windows 95.

120. Trueto itsword, IBM began vigorous promotion of its software products. This effort

included an advertisng campaign, starting in late 1994, that extolled OS/2 Warp and disparaged
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Windows. IBM’sdrive to best Microsoft in the PC software venue intensified in June 1995, when
IBM reached an agreement with the Lotus Development Corporation for the acquisition of that
company. As aconsequence of the acquisition, IBM took ownership of the Lotus groupware product,
Lotus Notes, and the Lotus SmartSuite bundle of office productivity applications. Microsoft had
aready identified Notes as a middleware threat, because it presented users with a common interface,
and 1SVswith acommon set of APIs, across multiple platforms.  For its part, SmartSuite competed
directly with Microsoft Office. In mid-July 1995, IBM announced that it was going to make SmartSuite
its primary desktop software offering in the United States.

121. Microsoft did not intend to capitulate. In July, Gates caled an executive a the IBM
PC Company to berate him about IBM’ s public statements denigrating Windows. Just afew days
later, Microsoft began to retdiate in earnest againgt the IBM PC Company.

122. ThelBM PC Company had begun negotiations with Microsoft for a Windows 95
licensein late March 1995. For the firgt two months, the negotiations had progressed smoothly and at
an expected pace. After IBM announced its intention to acquire Lotus, though, the Microsoft
negotiators began canceling meetings with their IBM counterparts, failing to return telephone cdls, and
delaying the return of marked-up license drafts that they received from IBM. Then, on July 20, 1995,
just three days after IBM announced its intention to pre-ingtal SmartSuite on its PCs, a Microsoft
executive informed his counterpart at the IBM PC Company that Microsoft was terminating further
negotiations with IBM for alicense to Windows 95. Microsoft also refused to release to the PC
Company the Windows 95 “golden master” code.  The PC Company needed the code for its product

planning and development, and IBM executives knew that Microsoft had released it to IBM’s OEM
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competitorson July 17. Microsoft's purported reason for hating the negotiations was that it wanted
fird to resolve an ongoing audit of IBM’ s past royaty payments to Microsoft for severd different
operating systems.

123.  Prior to the cdl on duly 20, neither company’ s management had ever linked the ongoing
audit to IBM’ s negotiations for alicense to Windows 95. IBM was dismayed by the aorupt halt in the
license negotiations and the prospect that it might not get alicense for Windows 95 until the audit
process concluded. IBM’s executives executives surmised that al of its mgor competitors had aready
signed licenses for Windows 95. The PC Company would lose agreat ded of businessto those
competitors during the crucia back-to-school seasonif it could not begin pre-ingtaling Windows 95 on
its PCsimmediately. The concluson of the audit appeared to be weeks, if not months, awvay. The PC
Company thus faced the prospect of missing the holiday sdlling season aswell. IBM executives
pleaded with Microsoft to uncouple the license negatiations from the ongoing audit and offered
Microsoft a$10 million bond that Microsoft could use to indemnify itself againg any discrepancies that
the audit might ultimately reved. IBM dso offered to add aterm to any Windows 95 license agreement
whereby IBM would pay pendties and interest if any future audit disclosed under-reporting of royaties
by IBM.

124.  OnAugust 9, 1995, a senior executive a the IBM PC Company went to Redmond to
meet with Joachim Kempin, the Microsoft executive in charge of the firm’'s sdesto OEMs. At the
meseting, Kempin offered to accept a single, lump-sum payment from IBM that would close dl
outstanding audits. The amount of this payment would be reduced if IBM offered a concesson that

Kempin could take back to Gates. As one possbility, Kempin suggested that IBM agree to not bundle
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SmartSuite with its PCs for a period of sx monthsto one year. He explained that the prospect of IBM
bundling SmartSuite with its PCs threatened the profit margins that Microsoft derived from Office and
condtituted a core issue in the relationship between the two companies. The IBM executive rejected
Kempin's suggestion. In afollow-up letter, Kempin stated that Microsoft would require approximately
$25 million from IBM in order to settle dl outstanding audits. Kempin reiterated that,

If you believe that the amount | am asking for istoo much, | would be willing to trade

certain relationship improving measures for the settlement charges and/or convert some

of the amountsinto marketing fundsif IBM too agrees to promote Microsoft’ s software

products together with their hardware offerings.

The message was clear: IBM could resolve the impasse ostensibly blocking the issuance of a Windows
95 license — the roydties audit — by de-emphasizing those products of its own that competed with
Microsoft and instead promoting Microsoft’ s products.

125. IBM never agreed to renounce SmartSuite or to increase its support for Microsoft
software, and in the end, Microsoft did not grant IBM alicense to pre-ingtal Windows 95 until fifteen
minutes before the start of Microsoft’s officia launch event on August 24, 1995. That same day, the
firms brought the audit issue to a close with a settlement agreement under which IBM ultimately paid
Microsoft $31 million. The release of Windows 95 had been postponed more than once, and many
consumers gpparently had been postponing buying PC systems until the new operating system arrived.
The pent-up demand caused an initid surge in the sales of PCs loaded with Windows 95. IBM’s OEM
competitors regped the fruits of this surge, but because of the delay in obtaining a license, the IBM PC

Company did not. The PC Company aso missed the back-to-school market. These lost opportunities

cost IBM subgtantial revenue.
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126. Even once the companies had resolved the audit dispute, Microsoft continued to trest
the IBM PC Company less favorably than it did the other mgjor OEMs, and Microsoft executives
continued to tel PC Company executives that the trestment would improve only if IBM refrained from
competing with Microsoft’ s software offerings. On January 5, 1996, Kempin sent aletter to a
counterpart at the IBM PC Company. In it, Kempin expressed his beief that the PC Company would
enjoy acloser, more cooperative relaionship with Microsoft if only IBM’ s software arm did not
compete as aggressively with the products that comprised the core of Microsoft’ s business:

Aslong as IBM isworking first on their competitive offerings and prefersto

fiercely compete with usin critica areas, we should just be honest with each other and

admit that such prioritieswill not lead to a most exciting relaionship and might not even

make IBM fed good when sdlling solutions based on Microsoft products. . . .You area

vaued OEM customer of Microsoft, with whom we will cooperate as much as your

self-imposed redtraints allow usto do. Please understand thet this is neither my choice

or preferred way of doing business with an important company like IBM. In addition,

we would like to see the IBM PC company being more actively involved in asssting

Microsoft to bring key products to market . . . . To date the IBM PC company has not

away's been an active participant in these areas - understandable given your own

internal product priorities. | hope you can help me to change this.

In closgng, Kempin wrote, “Y ou get measured in selling more hardware and | firmly believe if you had
less conflict with IBM’ s software directions you actualy could sall more of it.”

127.  When Kempin spoke to the same executive at the end of the month, he repeated a
message he had delivered more than once before: The fact that the IBM PC Company pre-instaled
SmartSuite on its PC systems made Microsoft reluctant to help IBM sdll more PC systems. After dll,
the more PC systems IBM sold with SmartSuite, the fewer copies of Office Microsoft could sdll. For
this reason, as Kempin explained to agroup of IBM PC Company representatives in August 1996,

Microsoft refused to provide IBM press releases with quotes endorsing any PC system that IBM
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shipped with SmartSuite. Microsoft later expanded that rule to cover any IBM PCs shipped with the
World Book dectronic encyclopediaingtead of Microsoft’s Encarta. IBM might have been less
concerned about Microsoft' s refusal to offer endorsementsif such quotes did not gppear frequently and
prominently in press releases announcing new PC systems from other OEM's such as Compaq.
Microsoft’ s congpicuous silence with respect to IBM PCs sent the message to customersthat IBM’s
PCs did not support Windows as well as PCs manufactured by other OEMs did.

128. Microsoft so denied the IBM PC Company access to the so-caled “enabling
programs’ that Microsoft ran for the benefit of OEMs such as Compag, Hewlett-Packard, and DEC,
even though IBM met the prescribed objective criteriafor admisson. Like the absence of public
endorsements, IBM’ s excluson from Microsoft’ s enabling programs led customers to question whether
the Microsoft software they needed would work optimaly with IBM’s PCs. IBM learned through
surveys it conducted that the firm had lost between seven and ten large accounts, representing about
$180 million in revenue for IBM, becauise the tension between Microsoft and IBM led customers to
doubt that Windows would not work as well with IBM PCs as with PCs produced by firms with which
Microsoft was on cordid terms. Microsoft judtified its exclusion of the PC Company from the enabling
programs with its suspicion that IBM might use the programsto gain entrée with customers and then
attempt to sl those customers IBM software instead of Microsoft products. At the sametime, a
Microsoft executive told a counterpart at IBM that the PC Company would be admitted to the
programs when IBM’s CEQ repaired his relationship with Bill Gates.

129. Microsoft’s executives were persstent despite IBM’ s repeated refusals to sacrifice its

own software ambitions to improve its reations with Microsoft. In February 1997, one executive from
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Microsoft told agroup of IBM PC Company executives that Gates might relent in his reluctance to
cooperate with their company if IBM moderated its support for Notes and SmartSuite. 1n ameseting
held the next month, Microsoft representatives conditioned fulfillment of two objects of IBM’s desires
on the company’ swillingness to pre-ingtal Microsoft’s products in the place of competing applications,
such as SmartSuite, and objectionable middleware, such as Notes. The firgt inducement that the
Microsoft representatives blandished before the PC Company was early access to Windows source
code, which Compaqg and a handful of other OEMs enjoyed. 1BM wanted this early accessin order to
ensure its hardware' s contemporaneous compatibility with Microsoft’ s operating system products.
Next, Microsoft offered IBM permission to certify itself as being compliant with certain hardware
requirements that Microsoft imposed (and that customers had come to look for asasgn of an OEM’s
ability to support Windows). Sdlf-certification would have decreased the time it took IBM PCsto
reach the market, and IBM knew that the privilege was dready being extended to some of itsmain
OEM competitors. With respect to both benefits, the representatives from Microsoft explained that
Microsoft would extend them to the PC Company on the condition that it stop loading its PC systems
with software that threstened Microsoft’ s interests.

130. Thediscriminatory trestment that the IBM PC Company received from Microsoft on
account of the “software directions’ of its parent company aso manifested itsdf in the roydty price that
IBM paid for Windows. In the latter hdf of the 1990s, IBM (along with Gateway) paid sgnificantly
more for Windows than other mgor OEMs (like Compaq, Ddll, and Hewlett-Packard) that were more

compliant with Microsoft’s wishes.



131. Fndly, Microsoft made its frustration known to IBM by reducing, from three to one,
the number of Microsoft OEM account managers handling Microsoft’s operationd relationship with the
IBM PC Company. This reduced support impaired gtill further IBM’ s ability to test, manufacture, and
ship its PCs on schedule, further delaying IBM’ s efforts to bring its PC products to market againg the
competition in atimey manner.

132.  Insum, from 1994 to 1997 Microsoft consstently pressured IBM to reduce its support
for software products that competed with Microsoft’ s offerings, and it used its monopoly power in the
market for Intel-compatible PC operating systems to punish IBM for its refusa to cooperate.

Wheress, in the case of Netscape, Microsoft tried to induce a company to move its business awvay from
offering software that could weaken the gpplications barrier to entry, Microsoft's primary concern with
IBM was to reduce the firm’ s support for software products that competed directly with Microsoft’s
most profitable products, namely Windows and Office. That being said, it must be noted that one of
the IBM products to which Microsoft objected, Notes, was like Navigator in that it exposed
middleware APIs. In any event, Microsoft’ s interactions with Netscape, IBM, Intd, Apple, and
RedNetworks dl reved Microsoft’s business strategy of directing its monopoly power toward inducing
other companies to abandon projects that threaten Microsoft and toward punishing those companies
that resst.

D. Developing Competitive Web Browsing Software

133. Onceit became clear to senior executives at Microsoft that Netscape would not
abandon its efforts to develop Navigator into a platform, Microsoft focused its efforts on ensuring that

few developers would write their gpplicationsto rely on the APIsthat Navigator exposed. Developers
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would only write to the APIs exposed by Navigator in numbers large enough to thregten the
goplications barrier if they beieved that Navigator would emerge as the sandard software employed to
browse the Web. If Microsoft could demongtrate that Navigator would not become the standard,
because Microsoft’ s own browser would attract just as much if not more usage, then developers would
continue to focus their efforts on a platform that enjoyed enduring ubiquity: the 32-bit Windows AP
set. Microsoft thus set out to maximize Internet Explorer’ s share of browser usage at Navigator's
expense.

134. Microsoft’'s management believed that, no matter what the firm did, Internet Explorer
would not capture alarge share of browser usage aslong as it remained markedly inferior to Navigator
in the estimation of consumers. The task of technicd personnd a Microsoft, then, was to make
Internet Explorer’ s features at least as attractive to consumers as Navigator's. Microsoft did not
believe that improved qudity aone would depose Navigator, for millions of users appeared to be
satisfied with Netscape' s product, and Netscape was known as ‘the Internet company.” As Gates
wrote to Microsoft' s executive staff in his May 1995 “Internet Tidd Wave” memorandum, “First we
need to offer adecent client,” but “this aone won't get people to switch away from Netscape.” Still,
once Microsoft ensured that the average consumer would be just as comfortable browsing with Internet
Explorer as with Navigator, Microsoft could employ other devices to induce consumersto use its
browser instead of Netscape's.

135. From 1995 onward, Microsoft spent more than $100 million each year developing
Internet Explorer. The firm’'s management gradudly increased the number of developers working on

Internet Explorer from five or six in early 1995 to more than one thousand in 1999. Although the first
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verson of Internet Explorer was demongtrably inferior to Netscape' s then-current browser product
when the former was released in July 1995, Microsoft’ s investment eventudly started to pay
technologica dividends. When Microsoft released Internet Explorer 3.0 in late 1996, reviewers
praised its vastly improved quaity, and some even rated it as favorably asthey did Navigator. After
the arrival of Internet Explorer 4.0 in late 1997, the number of reviewerswho regarded it asthe
superior product was roughly equa to those who preferred Navigator.

E. Giving Internet Explorer Away and Rewarding Firmsthat Helped Build Its
Usage Share

136. Inaddition to improving the quaity of Internet Explorer, Microsoft sought to increase
the product’ s share of browser usage by giving it away for free. In many cases, Microsoft dso gave
other firmsthings of vaue (a subgtantia cost to Microsoft) in exchange for their commitment to
distribute and promote Internet Explorer, sometimes explicitly at Navigator's expense. While
Microsoft might have bundled Internet Explorer with Windows at no additiona charge even absent its
determination to preserve the applications barrier to entry, that determination was the main force driving
its decison to price the product at zero. Furthermore, Microsoft would not have given Internet
Explorer avay to IAPs, ISVs, and Apple, nor would it have taken on the high cost of enlisting firmsin
its campaign to maximize Internet Explorer’ s usage share and limit Navigator's, had it not been focused
on protecting the applications barrier.

137.  Inearly 1995, personnd developing Internet Explorer at Microsoft contemplated
charging OEMs and others for the product when it was released. Internet Explorer would have been

included in a bundle of software that would have been sold as an add-on, or “frosting,” to Windows 95.
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Indeed, Microsoft knew by the middle of 1995, if not earlier, that Netscape charged customersto
license Navigator, and that Netscape derived a 9gnificant portion of its revenue from sdlling browser
licenses. Despite the opportunity to make a substantial amount of revenue from the sale of Internet
Explorer, and with the knowledge that the dominant browser product on the market, Navigator, was
being licensed a a price, senior executives at Microsoft decided that Microsoft needed to give its
browser away in furtherance of the larger strategic god of accderating Internet Explorer’s acquisition of
browser usage share. Consequently, Microsoft decided not to charge an increment in price when it
included Internet Explorer in Windows for the firgt time, and it has continued this policy ever snce. In
addition, Microsoft has never charged for an Internet Explorer license when it is distributed separately
from Windows.

138.  Over the months and years that followed the release of Internet Explorer 1.0 in July
1995, senior executives a Microsoft remained engrossed with maximizing Internet Explorer’ s share of
browser usage. Whenever competing priorities threastened to intervene, decison-makers at Microsoft
reminded those reporting to them that browser usage share remained, as Microsoft senior vice
president Paul Maritz put it, “job #1.” For example, in the summer of 1997, some mid-level employees
began to urge that Microsoft charge a price for at least some of the components of Internet Explorer
4.0. Thiswould have shifted some anticipatory demand to Windows 98 (which was due to be released
somewhat later than Internet Explorer 4.0), snce Windows 98 would include dl of the browser a no
extracharge. Senior executives a Microsoft rejected the proposal, becauise while the move might have

increased demand for Windows 98 and generated substantia revenue, it would have done so at the
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unacceptable cost of retarding the dissemination of Internet Explorer 4.0. Maritz reminded those who
had advocated the proposa that “getting browser share up to 50% (or more) is till the mgjor god.”
139. The transcendent importance of browser usage share to Microsoft is evident in what the
firm expended, aswdll asin what it relinquished, in order to maximize usage share for Internet Explorer
and to diminish it for Navigator. Not only was Microsoft willing to forego an opportunity to attract
subgtantia revenue while enhancing (albeit temporarily) consumer demand for Windows 98, but the
company dso pad huge sums of money, and sacrificed many millions more in lost revenue every yesr,
in order to induce firms to take actions that would help increase Internet Explorer’ s share of browser
usage at Navigator's expense. Firgt, even though Microsoft could have charged 1APs, ISVs, and
Applefor licensesto digtribute Internet Explorer separately from Windows, Microsoft priced those
licenses, dong with related technology and technical support, at zero in order to induce those
companies to distribute and promote Internet Explorer over Navigator. Second, although Microsoft
could have charged |APs and | CPs substantial sums of money in exchange for promoting their services
and content within Windows, Microsoft instead bartered Windows' vauable desktop “red estate’ for a
commitment from those firms to promote and distribute Internet Explorer, to inhibit promotion and
digtribution of Navigator, and to employ technologies that would inspire developers to write Web sites
that relied on Microsoft’s Internet technologies rather than those provided by Navigator. Microsoft
was willing to offer such prominent placement even to AOL, which was the principal competitor to
Microsoft' sMSN service. If an AP was dready under contract to pay Netscape a certain amount for
browser licenses, Microsoft offered to compensate the |AP the amount it owed Netscape. Third,

Microsoft also reduced the referrd fees that 1APs paid when users sgned up for their services using the
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Internet Referral Server in Windows in exchange for the IAPS' efforts to convert their ingtalled bases of
subscribers from Navigator to Internet Explorer. For example, Microsoft entered a contract with AOL
whereby Microsoft actudly paid AOL abounty for every subscriber that it converted to access
software that included Internet Explorer instead of Navigator. Finally, with respect to OEMS,
Microsoft extended co-marketing funds and reductions in the Windows roydty price to those agreeing
to promote Internet Explorer and, in some cases, to abstain from promoting Navigator.

140. Even absent the dtrategic imperative to maximize its browser usage share a Netscape's
expense, Microsoft might still have set the price of an Internet Explorer consumer license & zero. It
might o have spent something approaching the $100 million it has devoted each year to developing
Internet Explorer and some part of the $30 million it has spent annudly marketing it. After dl,
consumersin 1995 were already demanding software that enabled them to use the Web with ease, and
IBM had announced in September 1994 its plan to include browsing capability in OS2 Warp a no
extracharge. Microsoft had reason to believe that other operating-system vendors would do the same.

141.  Stll, had Microsoft not viewed browser usage share as the key to preserving the
goplications barrier to entry, the company would not have taken its efforts beyond developing a
competitive browser product, including it with Windows at no additiona cost to consumers, and
promoting it with advertisng. Microsoft would not have absorbed the congderable additional costs
asociated with enligting other firmsin its campaign to increase Internet Explorer’ s usage share at
Navigator's expense. Thisinvestment was only profitable to the extent that it protected the applications
barrier to entry. Neither the desire to bolster demand for Windows, nor the prospect of ancillary

revenues, explains the lengths to which Microsoft has gone. For one thing, loading Navigator makes
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Windows just as Internet-ready as including Internet Explorer does. Therefore, Microsoft's costly
effortsto limit the use of Navigator on Windows could not have semmed from a desire to bolster
consumer demand for Windows. Furthermore, there is no conceivable way that Microsoft’s costly
effortsto induce Apple to pre-ingtal Internet Explorer on Apple' s own PC systems could have
increased consumer demand for Windows.

142. Inpursuing itsgod of maximizing Internet Explorer’ s usage share, Microsoft actualy
has limited rather saverdly the number of profit centers from which it could otherwise derive income via
Internet Explorer. For example, Microsoft allows the developers of browser shells built on Internet
Explorer to collect ancillary revenues such as advertising fees, for another, Microsoft permitsits
browser licensees to change the browser’ s start page, thus limiting the fees that advertisers are willing to
pay for placement on that page by Microsoft. Even if Microsoft maximized its ancillary revenue, the
amount of revenue realized would not come close to recouping the cost of its campaign to maximize
Internet Explorer’ s usage share at Navigator's expense. The countless communications that
Microsoft’ s executives digpatched to each other about the company’ s need to capture browser usage
share indicate that the purpose of the effort had little to do with attracting ancillary revenues and
everything to do with protecting the applications barrier from the threat posed by Netscape's Navigator
and Sun’simplementation of Java. For example, Microsoft vice president Brad Chase told the
company’ s assembled sales and marketing executives in April 1996 that they should “worry about your
browser share]] as much as BillG” even though Internet Explorer was “a no revenue product,” because

“we will lose [9¢] the Internet platform battle if we do not have a sgnificant user indtaled base” He
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told them that “if you let your customers deploy Netscape Navigator, you will loose [dc] leadership on
the desktop.”

F. Excluding Navigator from Important Digtribution Channels

143. Decison-makers a Microsoft worried that Smply developing its own attractive
browser product, pricing it a zero, and promoting it vigoroudy would not divert enough browser usage
from Navigator to neutrdize it as a platform. They believed that a comparable browser product offered
a no charge would till not be compelling enough to consumers to detract subgtantialy from
Navigator’ s existing share of browser usage. This bdlief was due, at least in part, to the fact that
Navigator dready enjoyed a very large ingaled base and had become nearly synonymous with the
Web in the public's consciousness. If Micrasoft was going to raise Internet Explorer’ s share of
browser usage and lower Navigator’'s share, executives at Microsoft believed they needed to constrict
Netscape' s access to the distribution channels that led most efficiently to browser usage.

1 The Importance of the OEM and |AP Channdls

144. Very soon &fter it recognized the need to gain browser usage share at Navigator's
expense, Microsoft identified pre-ingdlation by OEMs and bundling with the proprietary client
software of |APs as the two digtribution channd s that lead most efficiently to browser usage. Two
main reasons explain why these channels are so efficient. Firt, users must acquire a computer and
connect to the Internet before they can browse the Web. Thus, the OEM and IAP channels lead
directly to virtudly every user of browsing software. Second, both OEMs and |APs are able to place
browsing software at the immediate disposal of a user without any effort on the part of the user. If an

OEM pre-ingdls abrowser onto its PCs and places an icon for that browser on the default screen, or
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“desktop,” of the operating system, purchasers of those PCswill be confronted with the icon as soon as
the operating system finishes loading into random access memory (‘RAM”). If an AP bundlesa
browser with its own proprietary software, its subscribers will, by default, use the browser whenever
they connect to the Web. Initsinternd decison-making, Microsoft has placed consderable reliance
on studies showing that consumers tend strongly to use whatever browsing software is placed most
readily at their disposal, and that once they have acquired, found, and used one browser product, most
are rductant — and indeed have little reason — to expend the effort to switch to another. Microsoft
has dso relied on sudies showing that avery large mgority of those who browse the Web obtain their
browsing software with elther their PCs or their AP subscriptions.

145.  Indeed, no other digtribution channd for browsing software even approaches the
efficiency of OEM pre-ingdlaion and IAP bundling. The primary reason is thet the other channds
require users to expend effort before they can start browsing. The traditiond retail channd, for
example, requires the consumer to make contact with aretaller, and retailers generaly do not distribute
products without charging a price for them. Naturdly, once Microsoft and Netscape began offering
browsing software for free, consumers for the most part lost al incentive to pay for it.

146. Therdatively few users who aready have abrowser but would prefer another can
avoid theretail channd by using the Internet to download new browsing software dectronicdly, but
they must wait for the software to transmit to their PCs. This process takes a moderate degree of
sophigtication and substantiad amount of time, and as the average bandwidth of PC connections has
grown, S0 has the average size of browser products. The longer it takes for the software to download,

the more likely it isthat the user’ s connection to the Internet will be interrupted. As avanguard of the
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“Internet Age,” Navigator generated a tremendous amount of excitement in its early days among
technica sophigticates, who were willing to devote time and effort to downloading the software.

Today, however, the average Web user ismore of a neophyte, and isfar more likely to be intimidated
by the process of downloading. It isnot surprising, then, that downloaded browsers now make up only
asmall and decreasing percentage of the new browsers (as opposed to upgrades) that consumers
obtain and use.

147.  The consumer who receives a CD-ROM containing afree browser inthe mail or asa
magazine insart is at least spared the time and effort it would take to obtain browsing software from a
retail vendor or to download it from the Web. But, just as the consumer who obtains a browser at
retail or off the Web, the consumer who receives the software unsolicited & home mugt first ingal it on
aPC sysem in order to useit, and merdly ingtaling a browser product takes time and can be confusing
for novice users. Plus, alarge percentage of the unsolicited disks distributed through “ carpet bombing”
reach individuas who do not have PCs, who aready have pre-ingtaled browsing software, or who
have no interest in browsing the Web. In practice, less than two percent of CD-ROM disks
disseminated in mass-distribution campaigns are used in the way the ditributor intended. Asaresult,
thisform of digribution is rardly profitable, and then only when undertaken by on-line subscription
sarvices for whom a sde trandates into a stream of revenues lasting into the future. The fact that an
OLS may find it worthwhile to “carpet bomb” consumers with free disks obvioudy only hepsthe
vendor of browsng software whose product the OL S has chosen to bundle with its proprietary

software. So, while there are other means of distributing browsers, the fact remainsthat to afirm
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interested in browser usage, there Smply are no channds that compare in efficiency to OEM pre-
ingdlation and IAP bundling.

148. Knowing that OEMs and | APs represented the most efficient distribution channels of
browsing software, Microsoft sought to ensure that, to as great an extent as possible, OEMs and IAPs
bundled and promoted Internet Explorer to the exclusion of Navigator.

2. Excluding Navigator from the OEM Channel
a. Binding Internet Explorer to Windows
i The Status of Web Browser s as Separ ate Products

149.  Consumers determine their software requirements by identifying the functiondities they
desre. While consumers routindy evauate software products on the basis of the functiondities the
products deliver, they generdly lack sufficient information to make judgements based on the designs
and implementations of those products. Accordingly, consumers generdly choose which software
productsto license, ingdl, and use on the basis of the products functiondities, not their designs and
implementations.

150.  While the meaning of the term “Web browser” is not precisein dl respects, thereisa
consensus in the software industry as to the functiondities that a \Web browser offersauser.
Specificaly, a Web browser provides the ability for the end user to select, retrieve, and perceive
resources on the Web. Thereis dso aconsensusin the software industry that these functiondities are
digtinct from the set of functiondities provided by an operating system.

151. Many consumers desire to separate their choice of a\Web browser from their choice of

an operaing system. Some consumers, particularly corporate consumers, demand browsers and
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operating systems separately because they prefer to Sandardize on the same browser across different
operating systems. For such consumers, standardizing on the browser of their choice resultsin
increased productivity and lower training and support costs, and permits the establishment of consistent
Security and privacy policies governing Web access.

152.  Moreover, many consumers who need an operating system, including a substantial
percentage of corporate consumers, do not want abrowser a dl. For example, if aconsumer has no
desire to browse the Web, he may not want a browser taking up memory on his hard disk and dowing
his system’s performance. Also, for businesses desiring to inhibit employees access to the Internet
while minimizing system support costs, the mogt efficient solution is often usng PC systems without
browsers.

153. Because of the separate demand for browsers and operating systems, firms have found
it efficient to supply the products separately. A number of operating system vendors offer consumers
the choice of licensing their operating systems without a browser. Others bundle a browser with their
operating system products but dlow OEMs, vaue-added resdllers, and consumers either to not ingtal it
or, if the browser has been pre-ingdled, to uningdl it. While Microsoft no longer affords this flexibility
(it isthe only operating system vendor that does not), it has always marketed and distributed Internet
Explorer separately from Windows in severd channels. Theseinclude retail sales, service kitsfor ISV,
free downloads over the Internet, and bundling with other products produced both by Microsoft and by
third-party ISVs. In order to compete with Navigator for browser share, as well asto satisfy corporate

consumers who want their diverse PC platforms to present a common browser interface to employees,
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Microsoft has dso created stand-alone versons of Internet Explorer that run on operating systems
other than 32-bit Windows, including the Mac OS and Windows 3.x.

154.  Inconclusion, the preferences of consumers and the responsive behavior of software

firms demonstrate that Web browsers and operating systems are separate products.
il Microsoft’s Actions

155. In contrast to other operating system vendors, Microsoft both refused to license its
operating system without a browser and imposed restrictions — at first contractual and later technical
— on OEMS and end users ability to remove its browser from its operating system. Asitsinternd
contemporaneous documents and licensing practices reved, Microsoft decided to bind Internet
Explorer to Windows in order to prevent Navigator from weakening the gpplications barrier to entry,
rather than for any pro-competitive purpose.

156. Beforeit decided to blunt the threat that Navigator posed to the applications barrier to
entry, Microsoft did not plan to make it difficult or impossible for OEMs or consumers to obtain
Windows without obtaining Internet Explorer. In fact, the company’ sinterna correspondence and
externd communications indicate thet, as late asthe fdl of 1994, Microsoft was planning to include
low-level Internet “plumbing,” such asa TCP/IP stack, but not a browser, with Windows 95.

157. Microsoft subsequently decided to develop a browser to run on Windows 95. Aslate
as June 1995, however, Microsoft had not decided to bundle that browser with the operating system.
The plan at that point, rather, was to ship the browser in a separate “frosting” package, for which
Microsoft intended to charge. By April or May of that year, however, Microsoft’ s top executives had

identified Netscape' s browser as a potentia threet to the gpplications barrier to entry. Throughout the
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gpring, more and more key executives came to the conclusion that Microsoft’s best prospect of
quashing that threet lay in maximizing the usage share of Microsoft’s browser a Navigator’s expense.
The executives beieved that the most effective way of carrying out this strategy was to ensure that
every copy of Windows 95 carried with it acopy of Microsoft’s browser, then code-named “ O’ Hare.”
For example, two days after the June 21, 1995 meeting between Microsoft and Netscape executives,
Microsoft’s John Ludwig sent an E-mail to Paul Maritz and the other senior executivesinvolved in
Microsoft’s browser effort. “[O]bvioudy netscape does see us as a client competitor,” Ludwig wrote.
“[W]e have to work extrahard to get ohare on the oem disks.”

158.  Microsoft did manage to bundle Internet Explorer 1.0 with the first verson of Windows
95 licensed to OEMsin July 1995. It dso included aterm in its OEM licenses that prohibited the
OEMs from modifying or deleting any part of Windows 95, including Internet Explorer, prior to
shipment. The OEMSs accepted this restriction despite their interest in meeting consumer demand for
PC operating systems without Internet Explorer. After dl, Microsoft made the restriction anon-
negotiable term in its Windows 95 license, and the OEMs fdt they had no commercidly viable
dternative to pre-ingtdling Windows 95 on their PCs. Apart from afew monthsin the fal of 1997,
when Microsoft provided OEMs with Internet Explorer 4.0 on a separate disk from Windows 95 and
permitted them to ship the latter without the former, Microsoft has never dlowed OEMsto ship
Windows 95 to consumers without Internet Explorer. This policy has guaranteed the presence of
Internet Explorer on every new Windows PC system.

159.  Microsoft knew that the inability to remove Internet Explorer made OEMs less

disposed to pre-ingtdl Navigator onto Windows 95. OEMs bear essentidly al of the consumer
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support cods for the Windows PC systemsthey sdll. These include the cost of handling consumer
complaints and questions generated by Microsoft’s software. Pre-ingtalling more than one product in a
given category, such asword processors or browsers, onto its PC systems can significantly increase an
OEM’s support costs, for the redundancy can lead to confusion among novice users. |n addition, pre-
ingtaling a second product in a given software category can increase an OEM’ s product testing costs.
Findly, many OEMs see pre-ingtaling a second gpplication in a given software category asa
questionable use of the scarce and valuable space on a PC’s hard drive.

160. Microsoft’s executives believed that the incentives that its contractud restrictions
placed on OEMs would not be sufficient in themsalves to reverse the direction of Navigator's usage
share. Consequently, in late 1995 or early 1996, Microsoft set out to bind Internet Explorer more
tightly to Windows 95 as atechnicd matter. The intent was to make it more difficult for anyone,
including systems administrators and users, to remove Internet Explorer from Windows 95 and to
smultaneoudy complicate the experience of using Navigator with Windows 95. As Brad Chase wrote
to his superiors near the end of 1995, “We will bind the shell to the Internet Explorer, so that running
any other browser is ajolting experience.”

161. Microsoft bound Internet Explorer to Windows 95 by placing code specific to Web
browsing in the same files as code that provided operating system functions. Starting with the release of
Internet Explorer 3.0 and “OEM Service Rdease 2.0" (“OSR 2") of Windows 95 in August 1996,
Microsoft offered only averson of Windows 95 in which brows ng-specific code shared files with code

upon which non-browsing features of the operating system relied.
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162. The software code necessary to supply the functiondity of a modern gpplication or
operaing system can be extremely long and complex. To make that complexity manageeble,
developers usudly write long programs as a series of individud “routines” each ranging from afew
dozen to afew hundred lines of code, that can be used to perform specific functions. Large programs
are created by “knitting” together many such routines in layers, where the lower layers are used to
provide fundamentd functiondity relied upon by higher, more focused layers. Some preiminary
aspects of this“knitting” are performed by the software developer. The user who launches a program,
however, is ultimately responsible for causing routines to be loaded into memory and executed together
to produce the program’ s overdl functiondlity.

163. Routines can be packaged together into filesin dmost any way the desgner chooses.
Routines need not reside in the same file to function together in a seamless fashion. Also, a developer
can move routinesinto new or different files from one verson of a program to another without changing
the functionalities of those routines or the ability to combine them to provide integrated functiondity.

164. Sarting with Windows 95 OSR 2, Microsoft placed many of the routines that are used
by Internet Explorer, including brows ng-specific routines, into the same files that support the 32-bit
Windows APIs. Microsoft's primary motivation for this action was to ensure that the deletion of any
file containing brows ng-specific routines would aso delete vital operating system routines and thus
cripple Windows 95. Although some of the code that provided Web browsing could still be removed,
without disabling the operating system, by entering individua files and selectively deleting routines used
only for Web browsing, licensees of Microsoft software were, and are, contractualy prohibited from

reverse engineering, decompiling, or disassembling any softwarefiles. Even if thiswere not so, it is
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prohibitively difficult for anyone who does not have access to the origind, human-readable source code
to change the placement of routines into files, or otherwise to dter the internd configuration of software
files, while dill preserving the software' s overdl functiondity.

165. Although users were not able to remove dl of the routines that provided Web browsing
from OSR 2 and successve versons of Windows 95, Microsoft till provided them with the ability to
uningal Internet Explorer by using the “Add/Remove’ pand, which was accessble from the Windows
95 desktop. The Add/Remove function did not delete dl of the files that contain browsing specific
code, nor did it remove browsing-specific code that is used by other programs. The Add/Remove
function did, however, remove the functiondities that were provided to the user by Internet Explorer,
including the means of launching the Web browser. Accordingly, from the user’ s perspective,
uningaling Internet Explorer in this way was equivaent to removing the Internet Explorer program from
Windows 95.

166. Inlate 1996, senior executives within Microsoft, led by James Allchin, began to argue
that Microsoft was not binding Internet Explorer tightly enough to Windows and as such was missing an
opportunity to maximize the usage of Internet Explorer at Navigator's expense. Allchin firs made his
case to Paul Maritz in late December 1996. He wrote:

| don’'t understand how IE is going to win. The current path is smply to copy

everything that Netscape does packaging and product wise. Let’'s[suppose] IEisas

good as Navigator/Communicator. Who wins? The one with 80% market share.

Maybe being free helps us, but once people are used to a product it is hard to change

them. Consder Office. We are more expensive today and we're fill winning. My

conclusion isthat we must leverage Windows more. Treeting |E asjust an add-on to

Windows which is cross-platform [means] losing our biggest advantage — Windows
marketshare. We should dedicate a cross group team to come up with ways to
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leverage Windows technicaly more. . . . We should think about an integrated solution
— that is our strength.

Allchin followed up with another message to Maritz on January 2, 1997:
Y ou see browser shareasjob 1. . . . | do not fee we are going to win on our
current path. We are not leveraging Windows from a marketing perspective and we

are trying to copy Netscape and make IE into a platform. We do not use our strength

— which isthat we have an indaled base of Windows and we have a srong OEM

shipment channel for Windows. Fitting browser againgt browser is hard since

Netscape has 80% marketshare and we have <20%. . . . | am convinced we haveto

use Windows — thisis the one thing they don't have. . . . We have to be competitive

with features, but we need something more — Windows integration.

If you agree that Windowsiis a huge asset, then it follows quickly that we are

not investing sufficiently in finding ways to tie IE and Windows together. This must

come from you. . . . Memphis [Microsoft’s code-name for Windows 98] must be a

ample upgrade, but most importantly it must be killer on OEM shipments so that

Netscape never gets a chance on these systems.

167. Maritz responded to Allchin’s second message by agreeing “that we have to make
Windows integration our basic strategy” and that this justified delaying the release of Windows 98 until
Internet Explorer 4.0 was ready to be included with that product. Maritz recognized that the delay
would disappoint OEMs for two reasons. Firgt, while OEMs were eager to sdll new hardware
technologies to Windows users, they could not do this until Microsoft released Windows 98, which
included software support for the new technologies. Second, OEMs wanted Windows 98 to be
released in time to drive sdles of PC systems during the back-to-school and holiday sdlling seasons.
Nevertheless, Maritz agreed with Allchin’s point that synchronizing the release of Windows 98 with
Internet Explorer was “the only thing that makes sense even if OEMs suffer.”

168. Once Maritz had decided that Allchin was right, he needed to ingtruct the relevant

Microsoft employeesto delay the release of Windows 98 long enough so that it could be shipped with
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Internet Explorer 4.0 tightly bound to it. When one executive asked on January 7, 1997 for
confirmation that “memphisis going to hold for IE4, even if it puts memphis out of the xmas oem
window,” Maritz responded affirmatively and explained,

The mgjor reason for thisis. . . to combat Nscp, we have to [] position the

browser as*going away” and do deeper integration on Windows. The stronger way to

communicate thisisto have a‘new release’ of Windows and make abig ded out of it. .

.. IE integration will be [the] most compelling feature of Memphis.

Thus, Microsoft delayed the debut of numerous features, including support for new hardware devices,
that Microsoft believed consumers would find beneficia, smply in order to protect the gpplications
barrier to entry.

169. Allchin and Maritz gained support for their initiative within Microsoft in the early spring
of 1997, when a series of market studies confirmed that binding Internet Explorer tightly to Windows
was the way to get consumers to use Internet Explorer instead of Navigator. Reporting on one study in
late February, Microsoft’s Christian Wildfeuer wrote:

The stunning ingght isthis To make [users] switch away from Netscape, we need to

make them upgrade to Memphis. . . . It seems clear to methat it will be very hard to

increase browser market share on the merits of IE 4 done. 1t will be more important to

leverage the OS asset to make people use |E instead of Navigator.

Microsoft's survey expert, Kumar Mehta, agreed. In March he shared with a colleague his “fedling,
based on dl the IE research we have done, [that] it is a mistake to release memphis without bundling |IE
with it.”

170. Microsoft’stechnica personnd implemented Allchin’s “Windows integration” Strategy

intwo ways. Firg, they did not provide users with the ability to uningdl Internet Explorer from

Windows 98. The omission of abrowser remova function was particularly conspicuous given that
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Windows 98 did give users the ability to uningtal numerous features other than Internet Explorer —
features that Microsoft so held out as being integrated into Windows 98. Microsoft took this action
despite specific requests from Gateway that Microsoft provide away to uningtal Internet Explorer 4.0
from Windows 98.

171. Thesecond way in which Microsoft’s engineers implemented Allchin’s strategy was to
make Windows 98 override the user’ s choice of default browser in certain circumstances. As shipped
to users, Windows 98 has Internet Explorer configured as the default browser. While Windows 98
does provide the user with the ability to choose a different default browser, it does not treet this choice
as the “default browser” within the ordinary meaning of the term. Specificaly, when auser choosesa
browser other than Internet Explorer as the default, Windows 98 neverthel ess requires the user to
employ Internet Explorer in numerous Stuations that, from the user’ s perspective, are entirely
unexpected. As aconsequence, users who choose a browser other than Internet Explorer astheir
default face consderable uncertainty and confusion in the ordinary course of using Windows 98.

172. Microsoft’ srefusal to respect the user’s choice of default browser fulfilled Brad
Chase' s 1995 promise to make the use of any browser other than Internet Explorer on Windows “a
jolting experience” By increasing the likelihood that using Navigator on Windows 98 would have
unpleasant consequences for users, Microsoft further diminished the inclination of OEMs to pre-ingal
Navigator onto Windows. The decison to override the user’ s sdlection of non-Microsoft software as
the default browser also directly disinclined Windows 98 consumers to use Navigator as their default

browser, and it harmed those Windows 98 consumers who nevertheless used Navigator. In particular,



Microsoft exposed those using Navigator on Windows 98 to security and privacy risks that are specific
to Internet Explorer and to ActiveX controls..

173. Microsoft's actions have inflicted collatera harm on consumers who have no interest in
using aWeb browser at dl. If these consumers want the non-browsing features avalable only in
Windows 98, they must content themsdlves with an operating system that runs more dowly than if
Microsoft had not interspersed browsng-specific routines throughout various files containing routines
relied upon by the operating system. More generdly, Microsoft has forced Windows 98 users
uninterested in browsing to carry software that, while providing them with no benefits, bringswith it dl
the cogts associated with carrying additiond software on asystem. These include performance
degradation, increased risk of incompatibilities, and the introduction of bugs. Corporate consumers
who need the hardware support and other non-browsing features not available in earlier versons of
Windows, but who do not want Web browsing at dl, are further burdened in that they are denied a
ample and effective means of preventing employees from attempting to browse the Web.

174. Microsoft has harmed even those consumers who desire to use Internet Explorer, and
no other browser, with Windows 98. To the extent that brows ng-specific routines have been
commingled with operating system routines to a greater degree than is necessary to provide any
consumer benefit, Microsoft has unjustifiably jeopardized the stability and security of the operating
system. Specificaly, it hasincreased the likelihood that a browser crash will cause the entire system to
crash and made it easier for maicious viruses that penetrate the system via Internet Explorer to infect

non-browsing parts of the system.
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i Lack of Justification

175. Notechnicd reason can explain Microsoft’ srefusd to license Windows 95 without
Internet Explorer 1.0 and 2.0. The verson of Internet Explorer (1.0) that Microsoft included with the
origind OEM version of Windows 95 was a separable, executable program file supplied on a separate
disk. Web browsing thus could be ingtalled or removed without affecting the rest of Windows 95's
functionality in any way. The same wastrue of Internet Explorer 2.0. Microsoft, moreover, created an
easy way to remove Internet Explorer 1.0 and 2.0 from Windows 95 after they had been ingtalled, via
the “Add/Remove’ pand. This demongtrates the absence of any technica reason for Microsoft's
refusa to supply Windows 95 without Internet Explorer 1.0 and 2.0.

176. Smilarly, thereisno technica judtification for Microsoft’ s refusd to license Windows
95 to OEMs with Internet Explorer 3.0 or 4.0 uningtdled, or for its refusa to permit OEMs to uningall
Internet Explorer 3.0 or 4.0. Microsoft’s decison to provide users with an “uningtal” procedure for
Internet Explorer 3.0 and 4.0 and its decison to promote Internet Explorer on the basis of that feature
demondtrate that there was no technical or quality-related reason for refusing to permit OEMsto use
this same feature. Microsoft would not have permitted users to uningtal Internet Explorer, nor would
consumers have demanded such an option, if the process would have fragmented or degraded the other
functiondity of the operating system.

177.  Aswith Windows 95, there is no technica justification for Microsoft’ s refusa to meet
consumer demand for a browserless version of Windows 98. Microsoft could easily supply averson
of Windows 98 that does not provide the ability to browse the Web, and to which users could add the

browser of their choice. Indicative of thisisthe fact thet it remains possble to remove Web browsing
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functiondity from Windows 98 without adversely affecting non-Web browsing festures of Windows 98
or the functionality of gpplications running on the operating system. In fact, the revised verson of
Professor Felten’s prototype remova program produces precisdly this result when run on a computer
with Windows 98 ingalled.

178. Inhisdirect testimony, Felten provides afull technica description of what his prototype
remova program does. This description includes alist of the twenty-one methods of initiating Web
browsing in Windows 98 that were known to Felten when he developed his program. When the
revised verson of Felten’s program is run on a computer with Windows 98 and no other software
ingtaled, Web browsing is not initiated in regponse to any of these methods.

179. JamesAllchin tried to show at trid, by way of a videotaped demongtration, that the
functiondity of Internet Explorer could still be enabled, even after the prototype remova program had
been run, by manudly adding a new entry to the Windows Registry database. During Felten’ s rebutta
testimony, one of Microsoft’s attorneys directed Felten to perform a second demongtration intended to
show that the functiondity of Internet Explorer could still be enabled, even after the prototype removd
program had been run, by hitting the “control” and “N” keys smultaneoudy after running the Windows
Update festure. Neither of these methods of initiating Web browsing was among the twenty-one
documented methods known to Felten when he developed his program. Furthermore, the latter
demondtration was hardly ardiable test of Felten’s program, because the Encompass shell browser
and other gpplications had been ingtdled on the Windows 98 PC system used in the demondtration. At
mog, the two demongrations indicate that Felten did not know dl of the methods of initiating Web

browsing in Windows 98 when he developed his program, and that he did not include stepsin his
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program to prevent the invocation of Internet Explorer’ s functiondity in response to methods of which
he was unaware. Microsoft has speciad knowledge of its own products, and it done chooses which
functiondities in its products are to be documented and which are to be left undocumented. Felten was
aware of thisfact, and he himsdlf noted that his own documentation of initiation methods was not
exhaudtive.

180. Allchin dso attempted to show that Felten’s program causes performance degradations
in Windows 98, as well as mdfunctionsin certain Windows 98 applications and the Windows Update
feature of Windows 98. Those demondtrations, however, were performed on a PC on which severd
third-party software programs had been ingtaled in addition to Windows 98, and which had been
connected to the Internet via adia-up connection. Felten’s program was not intended to be definitive
and had not been verified under preconditions other than those for which it was designed. Thus, there
was No reason to expect that his program would operate flawlesdy during Allchin’s demongtrations,
and nothing can be inferred from any falure to do so.

181. Infact, the revised verson of Felten's program does not degrade the performance or
gability of Windows 98 in any way. To the contrary, according to severd standard programs used by
Microsoft to measure system performance, the remova of Internet Explorer by the prototype program
dightly improves the overdl speed of Windows 98.

182. Given Microsoft’'s specid knowledge of its own products, the company is readily able
to produce an improved implementation of the concept illustrated by Felten’s prototype remova

program. In particular, Microsoft can easly identify brows ng-specific code that could be removed
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from shared files, thereby reducing the operating systlem’s memory and hard disk requirements and
obtaining performance improvements even beyond those achieved by Fdlten.

183. Microsoft contends that Felten's prototype remova program does not remove Internet
Explorer's Web browsing functiondities, but rather “hides’ those functiondities from the perspective of
the user. In support of that contention, Microsoft points out that Felten’ s program removes only asmal
fraction of the code in Windows 98, so that the hard drive till contains amost al of the code that had
been executed in the course of providing Internet Explorer’s Web browsing functionalities. Some of
that code is |eft on the hard drive because it dso supports Windows 98's operating system
functiondities. Microsoft did not offer any andyticad basis, however, for distinguishing this sharing of
code from the code sharing that exists between dl Windows applications and the operating system
functiondities in Windows 98.

184. While Microsoft’s observation suggests that Felten’s program does not greetly reduce
Windows 98's “footprint” on the hard disk, that point isirrelevant to the question of whether Felten's
program removes Internet Explorer’s functionalities from Windows 98. Thisis because the
functiondlities of a software product are not provided by the mere presence of code on acomputer’s
hard drive. For software code to provide any functionalities at al the code must be loaded into the
computer’ s dynamic memory and executed. To uningtdl a software program or to remove a set of
functiondities from a software program, it is not necessary to delete dl of the software code that is
executed in the course of providing those functiondities. It is sufficient to delete and/or modify enough

of the program so asto prevent the code in question from being executed.
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185. Thisddetion and modification is precisdy what Felten’s program does to Windows 98.
After Felten’'s program has been run, the software code that formerly had been executed in the course
of providing Web browsing functionditiesis no longer executed. Web browsing functionaities are not
merely “hidden” from the user. To the contrary, Felten’s program del etes and modifies enough of
Windows 98 so asto prevent the necessary code from being executed altogether. Since codethat is
not to be executed does not need to be loaded into memory, Felten’s program is able to reduce the
memory alocated to Windows 98 by approximately twenty percent.

186. Asan abdract and generd proposition, many — if not most — consumers can be said
to benefit from Microsoft’s provision of Web browsing functiondity with its Windows operating system
at no additiona charge. No consumer benefit can be ascribed, however, to Microsoft’ s refusal to offer
averson of Windows 95 or Windows 98 without Internet Explorer, or to Microsoft' srefusal to
provide a method for uningtaling Internet Explorer from Windows 98. In particular, Microsoft's
decison to force users to take the browser in order to get the non-Web browsing features of Windows
98, including support for new Internet protocols and dataformats s, as Allchin put it, Smply a choice
about “ digtribution.”

187. AsFdten's program demongtrated, it is feasible for Microsoft to supply aversion of
Windows 98 that does not provide the ability to browse the Web, to which users could add a browser
of their choice. Microsoft could then readily offer “integrated” Internet Explorer Web browsing
functiondity as well, either as an option that could be sdlected by the end user or the OEM during the

Windows 98 setup procedure, or as a*“ service pack upgrade.”
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188. Unlike a*pocket part” supplement to a book, a software upgrade need not consist only
of new materid. A sarvice pack upgrade may ingtdl a combination of new software files and/or
replacements for existing software files. The use of such service packs to distribute new functiondity is
adandard feature of Windows applications generdly. Microsoft could offer “integrated” Internet
Explorer Web browsing functionality as a service pack upgrade that would locate the relevant software
and replace it with the current Windows 98 software. In thisway, any consumer who wished to do so
could easily acquire dl of the functiondity, festures, and performance of the current version of
Windows 98 by obtaining the browserless operating system package and the service pack upgrade and
then ingtaling them together.

189. Microsoft contends that a service pack must necessarily be deemed part of the
operating system when it replaces and adds a large number of core operating system filesin the process
of upgrading the operating system to a higher leve of functiondity. This contention isfdse. Both
Microsoft Word, an gpplication program, and Norton Utilities, a suite of utility and gpplication
programs, replace and add files to Windows without thereby becoming part of the operating system.

190. Microsoft’s actud use of aservice pack upgrade to offer integrated Internet Explorer
Web browsing functiondity (Internet Explorer 4.0) separately from the Windows 95 operating system
illugtrates the feagibility of this gpproach. In fact, it produces results remarkably smilar to those that
could be achieved by offering integrated Internet Explorer Web browsing functiondity as a separate
sarvice pack upgrade to a browserless Windows 98 operating system. When instaled together by the
end user, the combined software provides nearly dl of the features that Microsoft attributes to the

“integrated” design of Windows 98. Of the missng features, dl but WebTV for Windows can be
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obtained by thereafter ingtaling a separately obtained copy of Internet Explorer 5.0. Microsoft has
presented no evidence that the WebTV functiondlity could not easily be included in the sand-alone
verson of Internet Explorer 5.0.

191. Therefore, Microsoft could offer consumers dl the benefits of the current Windows 98
package by distributing the products separately and dlowing OEMs or consumers themselvesto
combine the products if they wished. In fact, operating system vendors other than Microsoft currently
succeed in offering “integrated” features amilar to those that Microsoft advertises in Windows 98 while
dill permitting the removd of the browser from the operating system. If consumers genuindy prefer a
verson of Windows bundled with Internet Explorer, they do not have to be forced to take it; they can
chooseit in the market.

192.  Windows 98 offers some benefits unrelated to browsing that a consumer cannot obtain
by combining Internet Explorer with Windows 95. For example, Windows 98 includes support for
new hardware technologies and data formats that consumers may desire. While nevertheless preferring
to do without Web browsing, Microsoft has forced Windows users who do not want Internet Explorer
to nevertheless license, ingall, and use Internet Explorer to obtain the unrelated benefits. Although
some consumers might be inclined to go without Windows 98's new non-browsing features in order to
avoid Internet Explorer, OEMs are unlikdly to facilitate that choice, because they want consumersto
use an operating system that supports the new hardware technologies they seek to sell.

193. Microsoft’s argument that binding the browser to the operating system is reasonably
necessary to preserve the “integrity” of the Windows platform is likewise specious. First, concern with

the integrity of the platform cannot explain Microsoft' s origind decison to bind Internet Explorer to
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Windows 95, because Internet Explorer 1.0 and 2.0 did not contain APIs. Second, concern with the
integrity of the platform cannot explain Microsoft’ s refusdl to offer OEMs the option of uningtaling
Internet Explorer from Windows 95 and Windows 98 because APIs, like dl other shared files, are lft
on the system when Internet Explorer in unindaled. Third, Microsoft’s contention that offering OEMs
the choice of whether or not to ingtal certain browser-related APIs would fragment the Windows
platform is unpersuasive because OEMs operate in a competitive market and thus have ample incentive
to include APIs (including non-Microsoft APIs) required by the gpplications that their customers
demand. Fourth, even if there were some potentia benefit associated with the forced licenaing of a
sgngle st of APIsto dl OEMs, such judtification could not gpply in this case, because Microsoft itself
precipitates fragmentation of its platform by continualy updating various portions of the Windows
ingtaled base with new APIs. |SVs have adapted to this redity by redistributing needed APIs with
their gpplicationsin order to ensure that the necessary APIs are present when the programs are
launched. To the same end, Microsoft makes the APIs it ships with Internet Explorer available to third-
party developersfor distribution with their own products. Moreover, Microsoft itself bundles APIs—
including those distributed with Internet Explorer — with a number of the gpplications that it distributes
separatey from Windows.

194. Microsoft dso contends that by providing “best of breed” implementations of various
functiondities, a vendor of a popular operating system can benefit consumers and improve the efficiency
of the software market generdly, because the resulting standardization alows 1SV sto concentrate their
efforts on developing complementary technologies for the industry leeders. Microsoft's refusal to offer

averson of Windows 98 in which its Web browser is ether absent or removable, however, had no
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such purpose. Rather, it had the purpose and effect of quashing innovation that exhibited the potentia
to facilitate the emergence of competition in the market for Intel-compatible PC operating systems.

195.  Furthermore, thereis only equivoca support for the proposition that Microsoft will
ultimately prove to be the source of a“best of breed” Web browser. In fact, there is consderable
evidence to the contrary. Both Microsoft and the plaintiffs have used product eva uations to support
their claims about the relationship between innovations in Web browser technology and consumer
choices regarding the use of Web browsers. These product evauations generaly compare Internet
Explorer with Navigator by identifying the beneficia and detrimenta festures of each. Because the
evauations disagree as to which features are most important, there is no consensus asto which isthe
best browser overdl. When read together, the evaduations aso do not identify any existing Web
browser as being “best of breed” in the sense of being at least as good as dl othersin dl sgnificant
respects. Moreover, there is nothing in the evauations, nor anywhere elsein the evidence, to suggest
that further innovation efforts by vendors other than Microsoft in the fidld of Web browser technology
are no longer necessary or desirable. To the contrary, many of the product reviews suggest further
innovations in both Microsoft and non-Microsoft Web browsers that would benefit consumers.

196. Despite differencesin emphasis, the product evauations do generaly concur asto
which browser fegtures are beneficid, which browser fegtures are detrimental, and why. Thus, the
evauations provide extensve detailed information about consumer preferences that can be used to
predict likely directions in the evolution of Web browser technology.

197. FHrdg, the evduations suggest that, dthough most Web publishers charge nothing for

access to their Sites, consumers recognize that there are search and communication costs associated
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with Web transactions. Accordingly, consumers prefer, and benefit from, innovationsin Web browser
technology that reduce these costs. Second, consumers recogni ze that the Web contains a vast and
growing range of digital information resources, many of which contain viruses that are cgpable of
causing devadtating and irreversible harm to their security and privacy interests. Accordingly,
consumers prefer, and benefit from, innovations in Web browser technology that help them identify and
avoid harmful Web resources. Third, consumers recognize that they frequently lack adequate
information to enable them to assess accuratdy the codts, risks, and benefits of performing a particular
Web transaction. Accordingly, consumers prefer, and benefit from, innovationsin Web browser
technology that help them assess these codts, risks, and benefits prior to performing the transaction.

198. The reduction of search and communication cogts, the identification and avoidance of
harmful Web resources, and the provision of more accurate information as to the costs, risks, and
benefits of performing Web transactions are just three of the many possible areas of innovation in the
field of Web browser technology. Far from demongtrating that Internet Explorer is currently a“best of
breed” Web browser, the evidence reveals Microsoft' s awareness of the need for continuous
improvement of its products. For example, Microsoft frequently releases “patches’ to address security
and privacy vulnerahilitiesin Internet Explorer asthey are discovered. In sum, thereis no indication
that Microsoft is destined to provide a“best of breed” Web browser that makes continuing,

competitively driven innovations unproductive.

Iv. TheMarket for Web Browsing Functionality
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199. Sincethe World Wide Web was introduced to the public in 1991, the resources
available on the Web have multiplied a a near-exponentid rate. The Internet is becoming atrue mass
medium. Every day Web resources are published, combined, modified, moved, and deleted. Millions
of individuas and organizations have published Web stes, and Web Ste addresses are pervasivein
advertiang, promotion, and corporate identification.

200. Theeconomics of the Internet, dong with the flexible structure of Web pages, have
made the Web the leading trgectory for the ongoing convergence of mass communications media
Many televison and radio sations make some or dl of their transmissons available on the Web in the
form of gatic multimediafiles or sreaming media. Many newspapers, magazines, books, journds,
public documents, and software programs are aso published on the Web. Multimedia files on the Web
have emerged as viable substitutes for many pre-recorded audio and video entertainment products.
Web-based E-mall, discussion ligts, news groups, “chat rooms,” paging, instant messaging, and
telephony are dl in common use. In addition to subsuming dl other digital media, the Web dso offers
popular interactive and collaborative modes of communication that are not available through other
media

201. Theuseof Web browsersto conduct Web transactions has grown at pace with the
growth of the Web, reflecting the immense vaue that subsgsin the digitd information resources that
have become available on the Web. Consumer demand for software functiondity that facilitates Web
transactions, and the response by browser vendors to that demand, creates a market for Web browsing

functiondity. Although Web browsers are now generdly not licensed a a positive price, dl Web
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transactions impose sgnificant costs on consumers, and al browser vendors, including Microsoft, have
ggnificant economic interests in maximizing usage of the browsing functiondity they control.
b. Preventing OEM s from Removing the Ready M eans of
Accessing Internet Explorer and from Promoting Navigator in
the Boot Sequence

202. Sincethereease of Internet Explorer 1.0 in July 1995, Microsoft has distributed every
version of Windows with Internet Explorer included. Consequently, no OEM has ever (with the
exception of afew monthsin late 1997) been able to license a copy of Windows 95 or Windows 98
that has not come with Internet Explorer. Refusing to offer OEMs a browserless (and gppropriatey
discounted) version of Windows forces OEMs to take (and pay for) Internet Explorer, but it does not
prevent a determined OEM from nevertheess offering its consumers a different Web browser. Even
Microsoft’ s additiond refusd to dlow OEMsto uningtd| (without completely removing) Internet
Explorer from Windows does not completely foreclose a resourceful OEM from offering consumers
another browser. For example, an OEM with sufficient technica expertise (which dl the larger OEMs
certainly possess) could offer its customers a choice of browsers while sill minimizing user confusion if
the OEM were |€ft free to configure its systems to present this choice the first time a user turned on a
new PC system. If the user chose Navigator, the syslem would automatically remove the most
prominent means of accessing Internet Explorer from Windows (without actudly uningdling, i.e.,
removing al means of accessing, Internet Explorer) before the desktop screen appeared for the first
time.

203. If OEMsremoved the most visible means of invoking Internet Explorer, and pre-

ingtalled Navigator with facile methods of access, Microsoft's purpose in forcing OEMs to take Internet
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Explorer — capturing browser usage share from Netscape — would be subverted. The same would
be true if OEMs smply configured their machines to promote Navigator before Windows had a chance
to promote Internet Explorer, Decison-makers a Microsoft believed that as Internet Explorer caught
up with Navigator in quaity, OEMs would ultimately conclude thet the cogts of pre-ingtdling and
promoting Navigator, and removing easy access to Internet Explorer, outweighed the benefits. Still,
those decison-makers did not believe that Microsoft could afford to wait for the severa large OEMs
that represented virtually al Windows PCs shipped to come to this desired conclusion on their own.
Therefore, in order to bring the behavior of OEMs into line with its strategic gods quickly, Microsoft
threstened to terminate the Windows license of any OEM that removed Microsoft’s chosen icons and
program entries from the Windows desktop or the “ Start” menu. It threstened Smilar punishment for
OEMs who added programs that promoted third-party software to the Windows “boot” sequence.
These inhibitions soured Microsoft' s rdations with OEMs and stymied innovation that might have made
Windows PC systems more satisfying to users. Microsoft would not have paid this price had it not
been convinced that its actions were necessary to ostracize Navigator from the vital OEM distribution
channd.

204.  Although Microsoft’s origind Windows 95 licenses withheld from OEMS permission to
implement any modifications to the Windows product not expressy authorized by Microsoft’s* OEM
Pre-Ingtdlation Kit,” or “OPK,” it had always been Microsoft’ s practice to grant certain OEMs
requesting it some latitude to make modifications not specified in the OPK. But when OEMs began, in
the summer of 1995, to request permission to remove the Internet Explorer icon from the Windows

desktop prior to shipping their PCs, Microsoft consstently and steadfastly refused. As Compaqg
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learned in the first half of 1996, Micraosoft was prepared to enforce this prohibition againgt even its
closest OEM dllies.

205. InAugust 1995, Compag entered into a“Promotion and Digtribution Agreement” with
AOL whereby Compaq agreed to “position AOL Services above dl other Online Services within the
user interface of its Products.” An addendum to the agreement provided that Compag would place an
AOL icon— and no OL Sicons not controlled by AOL — on the desktop of its PCs. Pursuant to its
obligations, Compaq began in late 1995 or early 1996 to ship its Presario PCs with the MSN icon
removed and the AOL icon added to the Windows desktop. At the same time, Compaq removed the
Internet Explorer icon from the desktop of its Presarios and replaced it with asingle icon representing
both the Spry 1SP and the browser product that Spry bundled, i.e., Navigator. Compaq added this
icon in part because it recognized Navigator to be the most popular browser product with its
consumers, it removed the Internet Explorer icon because it did not want its PCs desktops to confuse
novice users with a clutter of Internet-related icons.

206. When Microsoft learned of Compaq's plans for the Presario, it informed Compaq that
it congdered the remova of the MSN and Internet Explorer icons to be a violation of the OPK process
by which Compaq had previoudy agreed to abide. For its part, AOL informed Compaq that it viewed
the addition of anicon for Spry asaviolation of their 1995 agreement. AOL did not object to the
presence of aNavigator icon; what concerned AOL was the fact that clicking on thisicon brought the
user to the Spry ISP. Despite the protests from Microsoft and AOL, Compaq refused to reconfigure
the Presario desktop. Findly, after months of unsuccessful importunity, Microsoft sent Compaqg a letter

on May 31, 1996, dating its intention to terminate Compaq's license for Windows 95 if Compaq did
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not restore the MSN and Internet Explorer icons to their original positions. Compag's executives
opined thet their firm could not continue in business for long without a license for Windows, so in June
Compaqg restored the MSN and | E icons to the Presario desktop.

207. Microsoft did not further condition its withdrawal of the termination notice on the
remova of the AOL and Navigator icons; AOL, however, did protest both the continued presence of a
Spry icon and the regppearance of the MSN icon. After AOL sent Compag aforma notice of its
intent to terminate the Promotion and Digtribution Agreement in September 1996, Compag removed
the Spry/Navigator icon. For reasons discussed below, Compaq did not then replace the
Spry/Navigator icon with an icon soldly for Navigator.

208. Inits confrontation with Compag, Microsoft demonstrated that it was prepared to go to
the brink of losing al Windows saes through its highest-volume OEM partner in order to enforce its
prohibition against removing Microsoft's Internet-related icons from the Windows desktop.

209. If the only prohibition had been against removing Microsoft icons and program entries,
OEMs partid to Navigator still would have been able to recruit users to Navigator by configuring their
PCsto promote it before the Windows desktop first presented itself. Thisistrue because the average
user, having chosen abrowser product, is indigposed to undergo the trouble of switching to a different
one. With the release of Windows 95, some of the high-volume OEMs began to customize the
Windows boot sequence so that, the first time users turned on their new PCs, certain OEM-designed
tutorids and regigration programs, as well as “splash” screensthat smply displayed the OEM’ s brand,

would run before the users were presented with the Windows desktop.
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210. Promoting non-Microsoft software and services was not the only, or even the primary,
purpose of the OEM introductory programs. The primary purpose, rather, was to make the experience
of setting up and learning to use anew PC system easier and less confusing for users, especidly
novices. By doing S0, the OEMs bdieved, they would increase the vaue of their sysems and minimize
both product returns and costly support cals. Sincejust three calls from a consumer can erase the
entire profit that an OEM earned selling a PC system to that consumer, OEMs have an acute interest in
making their systems sdlf-explanatory and smpleto use. A secondary purpose motivating OEMsto
insert programs into the boot sequence was to differentiate their products from those of their
competitors. Findly, OEMs perceived an opportunity to collect bounties from IAPsand ISVsin
exchange for the promotion of their services and software in the boot sequence. Thus, among the
programs that many OEMs inserted into the boot sequence were Internet Sign-up procedures that
encouraged users to choose from alist of 1APs assembled by the OEM. In many cases, a consumer
sgning up for an AP through an OEM program would autometically become auser of whichever
browser that | AP bundled with its proprietary software. In other cases, the |AP would present the user
with achoice of browsersin the course of collecting from the user the information necessary to Sart a
subscription.

211. Inaddition to tutorids, Sgn-up programs, and splash screens, afew large OEMs
developed programs that ran automeaticaly at the conclusion of anew PC system’sfirst boot sequence.
These programs replaced the Windows desktop ether with a user interface designed by the OEM or

with Navigator's user interface. The OEMs that implemented automatically loading dternative user
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interfaces did so out of the belief that many users, particularly novice ones, would find the dternate
interfaces less complicated and confusing than the Windows desktop.

212.  When Gates became aware of what the OEMs were doing, he expressed concern to
Kempin, the Microsoft executive in charge of OEM sdles. On January 6, 1996, Gates wrote to
Kempin: “Winning Internet browser shareisavery very important god for us. Apparently alot of
OEMs are bundling non-Microsoft browsers and coming up with offerings together with Internet
Service providersthat get displayed on their machines in a FAR more prominent way than MSN or our
Internet browser.” Less than three weeks later, Kempin ddivered his semi-annua report on OEM
sdesto hissuperiors. In the report, he identified “ Control over start-up screens, MSN and |E
placement” as one interest that Microsoft had neglected over the previous Sx months. The ongoing
imbroglio with Compag was prominent in Kempin's thinking, but he also recognized that establishing
control over the boot process was necessary to ensure preferentia positioning for MSN and Internet
Explorer.

213. Inan effort to thwart the practice of OEM customization, Microsoft began, in the pring
of 1996, to force OEM s to accept a series of redtrictions on their ability to reconfigure the Windows 95
desktop and boot sequence. There were five such redtrictions, which were manifested either as
amendments to existing Windows 95 licenses or as termsin new Windows 98 licenses. Fird,

Microsoft formdized the prohibition against removing any icons, folders, or “ Start” menu entries that
Microsoft itself had placed on the Windows desktop. Second, Microsoft prohibited OEMs from
modifying the initid Windows boot sequence. Third, Microsoft prohibited OEMs from ingdling

programs, including dternatives to the Windows desktop user interface, which would launch
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automaticaly upon completion of theinitid Windows boot sequence. Fourth, Microsoft prohibited
OEMs from adding icons or folders to the Windows desktop that were not Smilar in Sze and shapeto
icons supplied by Microsoft. Finaly, when Microsoft later released the Active Desktop as part of
Internet Explorer 4.0, it added the restriction that OEMs were not to use that feature to display third-
party brands.

214. The severd OEMsthat in the aggregate represented over ninety percent of Intel-
compatible PC sdes believed that the new redtrictions would make their PC systems more difficult and
more confusing to use, and thus less acceptable to consumers. They dso anticipated that the
restrictions would increase product returns and support costs and generdly lower the vaue of their
machines. Those OEMs that had aready spent millions of dollars developing and implementing tutoria
and regigration programs and/or automaticaly-loading graphical interfaces in the Windows boot
sequence lamented that their investment would, as aresult of Microsoft’s policy, be largely wasted.
Gateway, Hewlett-Packard, and IBM communicated their opposition forcefully and urged Microsoft to
lift the restrictions. Emblematic of the reaction among large OEMs was a letter that the manager of
research and development at Hewlett-Packard sent to Microsoft in March 1997. He wrote:

Microsoft’s mandated removal of al OEM boot-sequence and auto-start
programs for OEM licensed systems has resulted in significant and costly problems for

the HP-Pavilion line of retall PC's.

Our data (as of 3/10/97) shows a 10% increase in W[indows]95 calsasa %

of our total customer support calls. . . .

Our regigtration rate has also dropped from the mid-80% range to the low 60%
range.
Thereis also subjective data from severd channel partners that our system

return rate has increased from the lowest of any OEM (even lower than Apple) to a

level comparable to the other Microsoft OEM PC vendors. Thisisamgor concernin
that we are taking a step backward in meeting customer satisfaction needs.
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These three pieces of data confirm that we have been damaged by the edicts
that [] Microsoft issued last fdll. . . .

From the consumer perspective, we are hurting our industry and our customers.
PC' s can be frightening and quirky pieces of technology into which they invest alarge
sum of their money. Itisvitdly important that the PC suppliers dramaticaly improve
the consumer buying experience, out of box experience aswell asthe longer term
product usability and reliability. The channel feedback aswell as our own data shows
that we are going in the wrong direction. This causes consumer dissatisfaction in
complex telephone support process, needless in-home repair visits and ultimately in
product returns. Many times the cause is user misunderstanding of a product that
presents too much complexity to the common user. . . .

Our Customers hold HP accountable for their dissatisfaction with our products.
We bear [] the cost of returns of our products. We are responsible for the cost of
technica support of our customers, including the 33% of calswe get rdated to the lack
of quaity or confusion generated by your product. And findly we are respongble for
our success or fallurein the retail PC market.

We must have more ability to decide how our system is presented to our end
users.

If we had a choice of another supplier, based on your actionsin thisareg, |
assure you [that you] would not be our supplier of choice.

| strongly urge you to have your executives review these decisons and to

change this unacceptable policy.

215. Evenintheface of such gtrident opposition from its OEM customers, Microsoft refused
to relent on the bulk of itsredtrictions. It did, however, grant Hewlett-Packard and other OEMs
discounts off the roydty price of Windows as compensation for the work required to bring their
respective dternative user interfaces into compliance with Microsoft’ s requirements. Despite the high
costs that Microsoft’s demands imposed on them, the OEM s obeyed the restrictions because they
perceived no dternative to licensng Windows for pre-ingdlation on their PCs. Still, the restrictions
lowered the vaue that OEM s attached to Windows by the amount of the costs that the restrictions
imposed on them. Furthermore, Microsoft’ s intransigence damaged the goodwill between it and

severd of the highest-volume OEMSs.
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216. Microsoft was willing to sacrifice some goodwill and some of the vaue that OEMs
attached to Windows in order to exclude Netscape from the crucid OEM distribution channel.
Microsoft’ s redtrictions succeeded in raising the costs to OEM s of pre-ingtaling and promoting
Navigator. Theseincreased cods, in turn, were in some cases significant enough to deter OEMs from
pre-ingtaling Navigator atogether. In other cases, asis discussed in the next section, OEMs decided
not to pre-ingtall Navigator after Microsoft brought still more pressure to bear.

217. Microsoft’ s license agreements have never prohibited OEMs from pre-ingtaling
programs, including Navigator, on their PCs and placing icons and entries for those programs on the
Windows desktop and in the “ Start” menu. Theicons and entries that Microsoft itself places on the
desktop and in the “ Start” menu have dways left room for OEMs to insert more icons and program
entries of their own choosing. In fact, Microsoft leaves enough space for an OEM to add more than
forty icons to the Windows desktop. Still, the availability of space for added icons did not make
including a Navigator icon inexpensve for OEMs. Given the unavoidable presence of the Internet
Explorer and MSN icons, adding a Navigator icon would increase the amount of Internet-related
clutter on the desktop. Thiswould lead to confusion among novice users, which would in turn increase
the incidence of support cals and product returns. Microsoft made this very point clear to OEMsin its
attempts to persuade them not to pre-ingtal Navigator on their PCs.  Furthermore, OEMss recogni zed
that including multiple Navigator iconsin an attempt to draw users atention away from Internet
Explorer would only increase the amount of clutter on the desktop, thus adding to user confusion.
Although the Windows 98 OEM license does not forbid the OEM to set Navigator as the default

browsing software, doing so would fall to forestdl user confusion since, as the Court found in the
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previous section, Windows 98 launches Internet Explorer in certain Stuations even if Navigator is set as
the defaullt.

218. Theredrictions on modifying the Windows boot sequence, including the prohibition
againg automaticaly loading dternate user interfaces, deprived OEMSs of the principa devices by which
to lure users to Navigator over the high-profile presence of Internet Explorer in the Windows user
interface. An OEM remained free to place an icon on the desktop that a user could click to invoke an
dternate user interface. Plus, once invoked, the interface could be configured to load autométicaly the
next time the PC was turned on. This mode of presentation proved to be much less effective than the
one Microsoft foreclosed, however, for studies showed that users tended not to trouble with selecting
an dternate user interface; they were content to use the interface that |oaded autometicaly the first time
they turned on their PCs. Furthermore, while Microsoft’ s restrictions never extended to the interval
between the time when the PC was turned on and the time when Windows began loading from the hard
drive into RAM, developing anything more complicated than a smple splash screen to run in that period
would have involved, a aminimum, the writing of a DOS utility and, a the maximum, the pre-
ingallation of a second operating system. Such measures were Smply not worth the cost. Findly,
athough the Windows 98 license does not prohibit an OEM from including on the keyboard of its PCs
abutton that takes users directly to an OEM-maintained site containing promotion for Navigator, such
aconfiguration is extremely costly for an OEM to implement, and it represents aless effective form of
promotion than automaticaly advertisng Navigator in theinitial boot process

219. Inthe spring of 1998, Microsoft began gradudly to moderate certain of the restrictions

described above. Thefirgt Sgn of relaxation came when Microsoft permitted some fifty OEMsto
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include 1SPs of their choice in Microsoft’s Internet Connection Wizard. Then, in late May and early
June 1998, Microsoft informed seven of the highest-volume OEMs that it was granting them the
privilege of inserting their own regigtration and Internet Sgn-up programsinto the initial Windows 98
boot sequence. If the user selected an |AP using the OEM program, Microsoft’s Internet Connection
Wizard would not run in the boot sequence. Microsoft subsequently extended these same privileges to
severd other OEMS, upon their request.

220. Itisimportant to note that Microsoft’ s tractability emerged only after the restrictions
had been in place for over ayear, and only after Microsoft had managed to secure favorable promation
for Internet Explorer through the most important IAPs. Furthermore, while Microsoft permitted the
OEMsto include in ther regigtration and sign-up programs promotions for their own products
(including OEM-branded shell browsers built upon Internet Explorer) and for 1SPs (but only if and
when those | SPs were selected by consumersin the sign-up process), Micrasoft continued to prohibit
promotions for any other non-Microsoft products, including Navigator. In a single exception, Microsoft
granted Gateway’ s request that it be permitted to give consumers who used Gateway’ s Sgn-up process
and selected Gateway.net as their |SP an opportunity to choose Navigator as their browser. Microsoft
granted this permisson ordly, and it did not extend similar privilegesto any other OEMSs.

221. Microsoft assertsthat the redtrictions it places on the ability of OEMs to modify the
Windows desktop and boot sequence are merdly intended to prevent OEMs from compromising the
quaity and congstency of Windows after the code leaves Microsoft’ s physica control, but before PC
consumers first begin to experience the product. In truth, however, the OEM modifications that

Microsoft prohibits would not compromise the qudity or consistency of Windows any more than the
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modifications that Microsoft currently permits. Furthermore, to the extent that certain OEM
modifications did threaten to impair the quaity and consstency of Windows, Microsoft’ s response has
been more redtrictive than necessary to abate the threat. Microsoft would not have imposed
prohibitions that burdened OEMs and consumers with substantial costs, lowered the value of Windows,
and harmed the company’ s relations with mgjor OEMs had it not felt that the measures were necessary
to maximize Internet Explorer’ s share of browser usage at Navigator’s expense.

222. Microsoft assertsthat it restricts the freedom of OEMSs to remove icons, folders, or
“Start” menu entries that Microsoft places on the Windows desktop in order to ensure that consumers
will enjoy ready accessto the festures that Microsoft’ s advertising has led them to expect. The
Windows trademark would be blemished, Microsoft argues, if consumers could not easily find the
features that impelled them to purchase a Windows-equipped PC. At the sametime that it has put
forward this justification, however, Microsoft has permitted OEMs to de-activate Microsoft' s Active
Desktop and its associated “channels’ prior to shipment. More sgnificant isthe fact that Microsoft’s
license agreements require OEMs to bear product support costs. So if aconsumer has difficulty
locating a feature that he wants to use, he will call a customer service representative employed by the
OEM that manufactured his PC. Since only afew cdls erase the profit earned from sdling a PC
system, OEMs are |oathe to do anything that will lead to consumer questions and complaints.
Therefore, if market research indicates that consumers want and expect to see acertain icon on the
Windows desktop, OEMs will not removeit. Since OEMs share Microsoft' s interest in ensuring that
consumers can eadly find the features they want on their Windows PC systems, Microsoft would not

have prohibited OEMs from removing icons, folders, or “Start” menu entriesiif its only concern had
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been consumer satisfaction. In fact, by forbidding OEMs to remove the most obvious means of
invoking Internet Explorer, Microsoft diminished the vaue of Windows PC systems to those corporate
customers, for example, who did not intend for their employees to browse the Web and did not want a
browser taking up hardware resources. Incidentaly, thereis no merit in the hypothesisthat OEMs
might cause problemsin the functioning of the rest of Windows by removing Internet Explorer’s
desktop icon and program entry, because Microsoft still allows users to do exactly that.

223.  According to Microsoft, its redtrictions on the ability of OEMs to insert programs into
theinitia Windows boot sequence are meant to ensure that al Windows users experience the product
the way Microsoft intended it the firgt time they turn on their PC systems;, after dl, there would belittle
incentive to develop a high-quality operating-system product if OEMs were free to dter it for the worse
before handing it over to consumers. This argument might be availing were it not for the fact that
Microsoft currently dlows severd of the largest-volume OEMs to make mgor modifications to the
initia Windows 98 boot sequence. Microsoft permits each of these OEMs to configure its own splash
screens, tutorids, registration wizards, Internet Sgn-up wizards, and utilities so that they run
automaticaly when the consumer firg turns on anew PC system. Either Microsoft stopped caring
about the congstency of the Windows experience in 1998, when it tempered its restrictions on
modifications to the boot sequence, or preserving consstency was never Microsoft’ s true motivation
for imposing those redrictionsin the first place. With al the variety that Microsoft now toleratesin the
boot sequence, including the promotion of OEM-branded browser shells, it is difficult to comprehend
how dlowing OEMs to promote Navigator in ther tutorias and Internet Sgn-up programs would

further compromise Microsoft’ s purported interest in consstency.
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224.  Although Microsoft has tolerated a variety of OEM modifications to the Windows boot
sequence, it has never acquiesced to an dternate user interface that automaticaly obscuresthe
Windows desktop after the PC system has finished booting for the first time. In demanding the remova
of such automaticaly loading user interfaces, Microsoft has postulated that consumers who purchase
Windows PCs expect to see the Windows desktop when their PC systems finish booting for the first
time. If consumersinstead see a different user interface, they will be confused and disgppointed. What
is more, Microsoft asserts, OEM shells have tended to be of lower quaity than Windows. One
OEM'’ s versgon dlegedly even disabled the ability of a Windows user to invoke functiondity by clicking
the right button of his mouse.

225. Thedternate shdlsthat OEMs have developed may or may not be of lower quality
than Windows. Onething is clear, however: If an OEM develops a shdl that users do not like as much
as Windows, and if the OEM causes that shell to load as the default user interface the first time its PCs
are turned on, consumer wrath will fal first upon the OEM, and demand for that OEM’s PC systems
will decline commensuratdly with the resulting user dissatisfaction. The market for Intel-compatible PCs
is, by al accounts, a competitive one. Consequently, any OEM that tries to force an unwanted, low-
quality shell on consumerswill do so at its own peril. Had Microsoft’s sole concern been consumer
satisfaction, it would have relied more on the power of the market — and less on its own market power
— to prevent OEM s from making modifications that lead to consumer disappointment.

226. Attimes, Microsoft has argued that the limitations it imposes on the ability of OEMsto
modify Windows originate in a desire to prevent its platform from becoming fragmented, like UNIX.

Microsoft believes that ISV's benefit from the fact that Windows presents the same platform for
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gpplications devel opment, irrespective of the underlying hardware. Certainly, Microsoft has alegitimate
interest in ensuring that OEMs do not take Windows under license, dter its APl set, and then ship the
dtered verson. Thisfact does not add credibility to Microsoft’s stated justification, though, for two
reasons. Firs, Microsoft itsaf creates some degree of ingtability in its supposedly uniform platform by
releasing updates to Internet Explorer more frequently than it releases new versons of Windows. As
things stand, 1SV sfind it necessary to redistribute Microsoft's Internet-related APIs with their
goplications because of nonuniformity that Microsoft has created in its own ingtaled base. More
important, however, is the fact that none of the modifications that OEMs are known to have proposed
making would have removed or dtered any Windows APIs.

227. Tothe extent Microsoft is gpprehensive that OEMs might, absent restrictions, change
the set of APIs exposed by the software on their PCs, the concern is not that OEMs would modify the
Windows APl set. Rather, the worry isthat OEMs would pre-ingtdl, on top of Windows, other
software exposing additiona APIs not controlled by Microsoft. In the case of aternate user interfaces,
Microsoft isfearful that, if these programs loaded automaticadly the first time users turned on their PCs,
the programs would attract so much usage that developers would be encouraged to take advantage of
any APIsthat the programs exposed. Indeed, one user interface in particular that OEMs could
configure to load automatically and obscure the Windows desktop — Navigator — exposes a
substantial number of APIs. Therefore, Microsoft's real concern has not been that OEM modifications
would fragment the Windows platform to the detriment of developers and consumers. What has

motivated Microsoft’ s prohibition againgt automatically loading shdllsis rather the fear — once again —
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that OEMswould pre-ingtdl and give prominent placement to middleware that could weaken the
goplications barrier to entry.

228. Like most other software products, Windows 95 and Windows 98 are covered by
copyright registrations. Since they are copyrighted, Microsoft distributes these products to OEMs
pursuant to license agreements. By early 1998, Microsoft had made these licenses conditiona on
OEMs' compliance with the regtrictions described above. Notwithstanding the formal inclusion of
these redtrictions in the license agreements, the remova of the Internet Explorer icon and the promotion
of Navigator in the boot sequence would not have compromised Microsoft’s creative expression or
interfered with its ability to regp the legitimate vaue of itsingenuity and investment in developing
Windows. More generdly, the contemporaneous Microsoft documents reflect concern with the
promotion of Navigator rather than the infringement of a copyright. Also notable is the fact that
Microsoft did not adjust its OEM pricing guidelines when it lifted certain of the redtrictions in the spring
of 1998.

229. FHndly, it isdgnificant thet, while dl vendors of PC operating systems undoubtedly
share Microsoft' s stated interest in maximizing consumer satisfaction, the prohibitions that Microsoft
imposes on OEMs are considerably more restrictive than those imposed by other operating system
vendors. For example, Apple dlowsitsretailers to remove gpplications that Apple has pre-ingdled
and to reconfigure the Mac OS desktop. For its part, IBM dlowsits OEM licensees to override the
entire OS2 desktop in favor of a customized shell or to set an application to start automaticaly the first
time the PC isturned on. The reason isthat these firms do not share Microsoft’ s interest in protecting

the applications barrier to entry.
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C. Pressuring OEM s to Promote Internet Explorer and to not Pre-
Ingtall or Promote Navigator

230. Microsoft’ s redtrictions on modifications to the boot sequence and the configuration of
the Windows desktop ensured that every Windows user would be presented with ready means of
ng Internet Explorer. Although the restrictions also raised the cogts attendant to pre-ingtaling
and promoting Navigator, senior executives at Microsoft were not confident that those higher costs
adonewould induce dl of the mgor OEMsto focus their promotiona efforts on Internet Explorer to the
excluson of Navigator. Therefore, Microsoft used incentives and threats in an effort to secure the
cooperation of individua OEMs.

231. Firg, Microsoft rewarded with vauable consderation those large-volume OEMss that
took steps to promote Internet Explorer. For example, Microsoft gave reductions in the roydty price
of Windows to certain OEMs, including Gateway, that set Internet Explorer as the default browser on
their PC systems. 1n 1997, Microsoft gave il further reductions to those OEM s that displayed
Internet Explorer’slogo and links to Microsoft’s Internet Explorer update page on their own home
pages. That same year, Microsoft agreed to give OEMs millions of dollarsin co-marketing funds, as
well as codtly in-kind assistance, in exchange for their carrying out other promotiond activities for
Internet Explorer.

232.  Microsoft went beyond giving OEMs incentives to promote Internet Explorer. The
company’s dealings with Compaq in 1996 and 1997 demondtrate that Microsoft was willing to
exchange vauable congderation for an OEM’s commitment to curtail its ditribution and promotion of

Navigator. In early 1996, at around the same time that Compaq was removing the MSN and Internet
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Explorer icons and program entries from the Presario desktop, Compaqg announced itsintention to
work with Netscape for itsinternd Internet needs and on Internet server initiatives. In response,
Microsoft ingsted that Compaq support Microsoft's Internet initiatives throughout its business. To
make its displeasure felt, Microsoft initiated a series of cooperative ventures with some of Compag's
competitors, including DEC and Hewlett-Packard.

233.  When Compag eventualy agreed to restore the MSN and Internet Explorer icons and
program entries to the Presario desktop, it did so because its senior executives had decided that the
firm needed to do what was necessary to restore its specid relationship with Microsoft. On May 13,
1996, Compag signed an addendum extending the firms' Frontline Partnership to the realm of network-
related products. Pursuant to the addendum, Compaq agreed to ship Internet Explorer asthe default
browser product on al of its desktop and server systems, to adopt and promote Internet Explorer
internaly, and to focus the mgority of Compaq’s key network-oriented announcements and marketing
activities on Microsoft’ s technologies and strategy. In September of the same year, Compaq agreed to
offer Internet Explorer as the preferred browser product for its Internet products and to use two or
more of Microsoft’s hypertext markup language (“HTML”) extensons in the home page for each of
those products. Then in February 1997, Compag committed itsalf to promote Internet Explorer
exclusvdy for its PC productsin exchange for Microsoft’ s agreement to pay Compaq a bounty for
each user that sgned up for Internet access usng a Compag PC. Despite the view of some within
Compaqg that the firm’s goal should be “to feature the brand leader Netscape,” Compaq elected not to
resume the pre-ingtdlation of Navigator on its Presario PCs &fter it removed the joint Spry/Navigator

icon. In fact, Compaq stopped pre-ingtaling Navigator on dl but very smal percentage of its PCs.
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234.  Inreturn for Compag's capitulation and reviva of its commitment to support
Microsoft’s Internet strategy, Microsoft has guaranteed Compaq that the pricesit pays for Windows
will continue to be significantly lower than the prices paid by other OEMs. Specifically, the operating
system licenses signed by Compaqg and Micrasoft in March 1998 gave Compaq “[g]uaranteed better”
pricing than any other OEM for Windows 95, Windows 98, and Windows NT Workgtation (versons
4 and 5) until April 2000. Compag's license fee for Windowsis so low that other OEMs would il
pay subgtantialy more than Compaqg even if they qudified for dl of the roydty reductionslised in
Microsoft's Market Development Agreements (“MDAS’). What is more, while Microsoft requires
other OEMs to verify actual compliance with particular milestones in order to receive Windows 98
roydty reductions, Microsoft has secretly agreed to provide the full amount of those discounts to
Compaq regardiess of whether it actudly satisfies the specified conditions. In addition to a guaranteed
mogt-favorable price on Windows, Compaq has enjoyed free internd use of al Windows products for
PCs since March 1998.

235. Microsoft's rdaions with Compaq beginning in late 1996 illudtrate the blandishments
that Microsoft iswilling to extend to OEMs thet dly with it to help it cgpture browser share.
Microsoft’s relations with Gateway and the IBM PC Company, by contrast, reved the pressure that
Microsoft iswilling to apply to OEMs that show reluctance to cooperate on this front.

236. In February 1997 a Microsoft account representative told his counterpart at Gateway
that Gateway’ s use of Navigator on its own corporate network was a serious issue a Microsoft. He
added that Microsoft would not do any co-marketing and sales campaigns with Gateway if the firm

appeared to be anything but pro-Microsoft. If Gateway would replace Navigator with Internet
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Explorer, Microsoft would compensate Gateway for itsinvestment in Netscape' s product. |If Gateway
refused, Microsoft might be compelled to audit Gateway’ s internd use of Microsoft products.
Gateway was separately told by Microsoft representatives that its decision to ship Navigator with its
PCs could affect its business relationship with Microsoft. Despite the pressure from Microsoft,
Gateway refused to switch itsinternd use to Internet Explorer or to stop shipping Navigator with its
PCs. Although Microsoft did not implement its more specific threats, Gateway has consastently paid
higher prices for Windows than its competitors. Microsoft’s actions not only corroborate the evidence
of itsinterest in suppressing the usage of Navigator, they dso demondrate its ability to threaten
recacitrant cusomers without losing their business.

237. Smilarly, in early 1997, Microsoft tried to convince the IBM PC Company to promote
and digtribute the upcoming release of its new browser, Internet Explorer 4.0. At ameeting with IBM
executives in March 1997, Microsoft representatives threatened that, if IBM did not pre-load and
promote Internet Explorer 4.0 to the excluson of Navigator onits PCs, it would suffer “MDA
repercussons.” One of the Microsoft representatives in attendance, Bengt Ackerlind, stated that in
return for IBM shipping its systems without any software that competed with Microsoft, IBM would
receive “ soft dollars,” marketing ass stance, improved access to the source code of Windows 95 and
Microsoft’s BackOffice product, and the ability to sdf-certify for Microsoft’ s Windows Hardware
Quadlity Lab provisons. In afollow-up meeting three weeks later, Microsoft representatives again
insgted that IBM ditribute and promote Internet Explorer exclusvely and again offered soft dollars,
marketing assstance, and MDA reductionsin return. Later that day, in a smaler meseting that

Microsoft referred to as * secret discussions,” Ackerlind stated Microsoft’ s desire that IBM promote
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Internet Explorer 4.0 exclusvely and warned that if IBM pre-ingtalled Navigator on its PCs, “We have
aproblem.”

238. ThelBM PC Company refused to promote Internet Explorer 4.0 exclusively, and it has
continued to pre-ingtall Navigator on its PCs. The difference in the ways that Compag and IBM
responded to Microsoft’ s Internet-related overturesin 1996 and 1997 contributed to the stark contrast
in the treatment the two firms have since received from Microsoft.

d. Effect of Microsoft’s Actionsin the OEM Channel

239. Microsoft has largdy succeeded in exiling Navigator from the crucid OEM digtribution
channd. Even though afew OEMs continue to offer Navigator on some of their PCs, Microsoft has
caused the number of OEMs offering Navigator, and the number of PCs on which they offer it, to
decline dramaticaly. Before 1996, Navigator enjoyed a substantid and growing presence on the
desktop of new PCs. Over the next two years, however, Microsoft’ s actions forced the number of
copies of Navigator distributed through the OEM channd down to an exiguous fraction of what it had
been. By January 1998, Kempin could report to his superiors a Microsoft that, of the sxty OEM sub-
channels (15 mgor OEMSs each offering corporate desktop, consumer/small business, notebook, and
workstation PCs), Navigator was being shipped through only four. Furthermore, most of the PCs
shipped with Navigator festured the product in amanner much lesslikdly to lead to usage than if itsicon
appeared on the desktop. For example, Sony only featured Navigator in afolder rather than on the
desktop, and Gateway only shipped Navigator on a separate CD-ROM rather than pre-ingtaled on the
hard drive. By the beginning of January 1999, Navigator was present on the desktop of only atiny

percentage of the PCs that OEM's were shipping.
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240. Tothe extent Netscapeis ill able to distribute Navigator through the OEM channd,
Microsoft has subgtantialy increased the cogt of that didtribution. Although in January 1999 (in the
midst of thistrial), Compaqg suddenly decided to resume the pre-ingdlation of Navigator on its Presario
PCs, Compag'sreversal came only after Netscape agreed to provide Compaq with gpproximately
$700,000 worth of free advertising.

241.  Insum, Microsoft successfully secured for Internet Explorer — and foreclosed to
Navigator — one of the two digtribution channels that leads most efficiently to the usage of browsing
software. Even to the extent that Navigator retains some access to the OEM channdl, Microsoft has
relegated it to markedly less efficient forms of digtribution than the form vouchsafed for Internet
Explorer, namely, prominent placement on the Windows desktop. Microsoft achieved this feat by
using acomplementary set of tactics. Firg, it forced OEMsto take Internet Explorer with Windows
and forbade them to remove or obscure it — restrictions which both ensured the prominent presence of
Internet Explorer on users PC systems and increased the cogts attendant to pre-ingtaling and
promoting Navigator. Second, Microsoft imposed additiond technica restrictions to increase the cost
of promoting Navigator even more. Third, Microsoft offered OEMs vauable consderation in
exchange for commitments to promote Internet Explorer exclusvely. Findly, Microsoft threatened to
pendize individua OEMs that inssted on pre-ingtaling and promoting Navigator. Although Microsoft’s
campaign to capture the OEM channel succeeded, it required a massive and multifarious investment by
Microsoft; it dso ifled innovation by OEMs that might have made Windows PC systems easier to use

and more atractive to consumers. That Microsoft was willing to pay this price demondtrates that its
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decison-makers believed that maximizing Internet Explorer’ s usage share at Navigator's expense was
worth dmogt any cost.
3. Excluding Navigator from the AP Channd

242. By late 1995, Microsoft had identified bundling with the client software of IAPs asthe
other of the two most efficient channels for digtributing browsing software. By that time, however,
severd of the most popular |APs were shipping Navigator. Recognizing thet it was starting from
behind, Microsoft devised an aggressve strategy to capture the |AP channd from Netscape. In
February 1996, Cameron Myhrvold, the Microsoft executive in charge of the firm’s relations with | SPs,
outlined the srategy in a memorandum to his colleagues and superiors within the company:

It's essentid we increase the share of our browser. Network operators

[(IAPs, plus the telephone and cable companies providing Internet access services)]

are important distributors and we will license a no cost the Internet Explorer for

digtribution with their Internet access business to maximize the distribution/adoption of

|E as browser of choice. We will attempt exclusve arrangements, fight for preferred

datus, but settle for parity with NetScape. Even offering IE for free will not win us

every sde. Inthe U.S. wewill offer IE broadly to netfwork Jop[erator]s and IAPs

including the many hundreds of smdler IAPs.
Inthefirst step of this strategy, Microsoft enticed 1SPswith smal subscriber bases to distribute Internet
Explorer and to make it their default browsing software by offering for free both alicense to digtribute
Internet Explorer and a software kit that made it easy for |SPs with limited resources to adapt Internet
Explorer for bundling with their services.

243.  Those who planned and implemented Microsoft’ s IAP campaign believed that, if IAPs

gave new subscribers a choice between Internet Explorer and Navigator, most of them would pick

Navigator — both because Netscape' s brand had become nearly synonymous with the Web in the
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public consciousness and because Navigator had devel oped a much better reputation for qudity than
Internet Explorer. To compensate for Navigator’ s advantage, Microsoft reinforced its free distribution
of Internet Explorer licenses and the access kits with three tactics designed to induce IAPs with large
subscriber bases not only to distribute and promote Internet Explorer, but aso to constrain severdly
their digtribution and promotion of Navigator and to convert those of their subscribers dready using
Navigator to Internet Explorer.

244. Microsoft’ sfird tactic was to develop and include with Windows an Internet Sgn-up
program that made it smple for users to download access software from, and subscribe to, any IAP
gppearing on alist assembled by Microsoft. In exchange for their incluson on thislig, the leading IAPs
agreed, a Microsoft’singstence, to distribute and promote Internet Explorer, to refrain from promoting
non-Microsoft Web browsing software, and to ensure that they distributed non-Microsoft browsing
software to only alimited percentage of their subscribers. Although the percentages varied by AP, the
maost common figure was seventy-five percent.

245. Inadmilar tactic amed a a more important | AP sub-channel, Microsoft created an
“Online Services Folder” and placed an icon for that folder on the Windows desktop. In exchange for
the pre-ingdlation of their access software with Windows and for the inclusion of their iconsin the
Online Services Folder, the leading OL Ss agreed, again at Microsoft's ingstence, to distribute and
promote Internet Explorer, to refrain from promoting non-Microsoft Web browsing software, and to
distribute non-Microsoft browsing software to no more than fifteen percent of their subscribers.

246. Findly, Microsoft gave |APs incentives to upgrade the millions of subscribers dready

using Navigator to proprietary access software that included Internet Explorer. To IAPsincluded in the
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Windows Internet sgn-up list, Microsoft offered the incentive of reductionsin the referrd feesit
charged for incluson in thelist. To OLSsin the Online Services Folder, Microsoft offered cash
bounties.

247.  Insum, Microsoft made subgtantid sacrifices, including the forfeiture of sgnificant
revenue opportunities, in order to induce |APs to do four things: to distribute access software that came
with Internet Explorer; to promote Internet Explorer; to upgrade existing subscribers to Internet
Explorer; and to redtrict their digtribution and promotion of non-Microsoft browsng software. The
restrictions on the freedom of IAPs to distribute and promote Navigator were far broader than they
needed to be in order to achieve any economic efficiency. Thisis especidly true given the fact that
Microsoft never expected Internet Explorer to generate any revenue. Ultimately, the inducements that
Microsoft offered IAPs a substantial cost to itsdlf, together with the redtrictive conditions it imposed on
|APs, did the four things they were designed to accomplish: They caused Internet Explorer’ s usage
share to surge; they caused Navigator’ s usage share to plummet; they raised Netscape' s own costs,
and they sedled off amgor portion of the IAP channel from the prospect of recapture by Navigator.
Asan ancillary effect, Microsoft’ s campaign to seize the |AP channel significantly hampered the ability
of consumers to make their choice of Web browser products based on the features of those products.

a. Thelnternet Explorer AccessKit Agreements

248.  In September 1996, Microsoft announced the availability of the “Internet Explorer
AccessKit,” or “IEAK.” By smply accessing the correct page on Microsoft's Web site and clicking
on abox to indicate agreement with the license terms, any 1AP could download the IEAK, which

included a copy of Internet Explorer. With their technica knowledge, sophiticated equipment, and
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high-bandwidth connections, IAPs found it very convenient to download Internet Explorer and the
IEAK from Microsoft's Web site.

249. UdngthelEAK, an AP could create adigtinctive identity for itssarvice in aslittleas a
few hours by customizing the title bar, icon, start and search pages, and “favorites’ in Internet Explorer.
The IEAK dso made the ingallation process easy for IAPs. With the IEAK, IAPs could avoid
piecemed ingdlation of various programs and instead create an automated, comprehensive indallation
package in which dl settings and options were pre-configured. In addition to ease of customization and
ingdlation, the IEAK enabled each |AP to preset the default home page so that customers would be
taken to the IAP s Web site whenever they logged onto the Internet. This was important to |APs
because setting the user’ s home page to the IAP s Web ste gave the | APs advertising and promotiona
opportunities. Netscape, by contrast, refused to dlow its |AP licensees to move Navigator’ s home
page from Netscape' s NetCenter portal Ste.

250. Many IAPswould have paid for the right to distribute Internet Explorer. Indeed,
Netscape was charging | APs between fifteen and twenty dollars per copy of Navigator they
distributed. Because of the features and convenience it offered, the IEAK sgnificantly increased the
price that 1APs would have been willing to pay. Nevertheless, Microsoft licensed the IEAK, including
Internet Explorer, to IAPs a no charge. At the time Microsoft released the IEAK, Netscape did not
offer IAPs an andogoustool. Although Netscape eventudly followed Microsoft' s lead by introducing
atool kit smilar to the IEAK known as Mission Control, that kit was not made available to |APs until
Jdune 1997 — afull nine months after the release of the IEAK. Whereas | APs could obtain the IEAK

for free, Netscape initidly charged $1,995 for each copy of Mission Control.
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251.  Approximately 2,500 |APs executed an ectronic copy of alicense agreement for the
IEAK. Included in that number were the eighty | APs that together accounted for ninety-five percent of
al Internet access subscribersin the United States. The |APs that executed an IEAK license
agreement agreed to make Internet Explorer their “preferred” browsing software. The term “ preferred”
was not defined in the license, and Microsoft did not investigate the extent to which Internet Explorer
was in fact enjoying “preferred” statusin the client software of its IEAK licensees. In fact, other than to
provide information and respond to technical questions, Microsoft made no effort to maintain regular
direct contact with the vast mgority of the |APs that had executed licenses.

252.  Whether or not IEAK licensees actually gave Internet Explorer preferred status,
Microsoft’ s decison to license Internet Explorer and the IEAK to IAPs a no charge beguiled many
smdl 1SPs that otherwise would not have done so into digtributing Internet Explorer to their
subscribers. By giving up the opportunity to charge for Internet Explorer, and dso by developing the
IEAK at substantiad cost and offering it a no charge, Microsoft thus increased the flow of Internet

Explorer through the crucid 1AP channd.

b. The Referral Server Agreements
253. Inthelate summer of 1996, a around the time that it announced the avallability of the
IEAK, Microsoft aso introduced the Internet Connection Wizard (“1CW”) as afeature in Windows 95
OSR 2. If auser clicked on the ICW icon appearing on the Windows 95 desktop, the program would
automaticdly did into acomputer maintained by Microsoft caled the Windows Referrd Server. The

Referrd Server would then transmit to the user’ s computer alist of IAPs that provided connections to
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the Internet in the user’ s geographic locae. Included in thislist would be information about each IAP' s
sarvice, including its prices. If the user then indicated a desire to Sign up for one of the listed IAPs by
clicking on the appropriate entry, the user would be connected to an | AP-maintained server that would
automatically configure the user’s PC to work properly with the AP service.

254. For severd reasons, IAPs viewed inclusion in the Windows 95 Referral Server asa
vauable form of promotion. Firg, the ICW icon gppeared prominently on the desktop of every PC
running Windows 95 (from OSR 2 onwards), which, by the middle of 1996, accounted for the vast
magority of al new PCs being shipped. Because Microsoft prohibited OEMs from removing any of the
icons that it placed on the Windows desktop, |APs knew that the ICW would confront al users of
Windows 95 PCsthefirg time they turned on their systems. Second, inclusion in the Referra Server
was a highly focused form of promotion, because the IAP list provided by the Referrd Server
presented itsdf to users who had dready indicated some interest in Signing up for Internet access.
Third, the easy-to-use features of the ICW heightened the probability that a user who started using the
program would complete the process of subscribing to an IAP. Findly, incluson in the Referrd Server
was ardatively inexpendve means of distribution because, unlike “ carpet bombing” with CD-ROMs, it
did not require the production and dissemination of anything tangible.

255. Despite the value that | APs attached to placement in the Windows 95 Referral Server,
Microsoft eected to charge those that it granted placement alow bounty price that merely went to pay
down the cost of maintaining the necessary server computers and leasing the network they ran on.
Although it could have been exchanged for large bounties from |APs, Microsoft decided to exchange

placement in the Referral Server, along with other valuable consideration, for the agreement of the
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selected |APs to promote and distribute Internet Explorer preferentially over Navigator and to convert
existing subscribers from Navigator to Internet Explorer.

256. Between July 1996 and September 1997, Microsoft entered into Referrd Server
agreements with fourteen IAPs. Thesewere AOL, AT& T WorldNet, Brigadoon, Concentric, Digex,
EathLink, GTE, IDT, MCI, MindSpring, Netcom, Prodigy, Sprint, and Spry. Three of these
companies did not take the technica steps necessary to appear in the Referrd Server even though they
had signed agreements with Microsoft. Brigadoon failed to take those steps because it filed for
bankruptcy. For its part, Digex left the ISP business to focus exclusvely on Web hogsting. GTE, on the
other hand, decided to enter promotion agreements directly with OEMs rather than abide by the
conditions Microsoft attached to inclusion in the Referral Server. Although AOL eventudly entered a
listing into the Referrd Server, it waited until November 1998, after the release of Windows 98. The
remaining IAPs in the Windows 95 Referral Server represented ten of the top fifteen Internet access
providersin the North America

257.  Pursuant to the terms of the agreementsit sgned with these ten | APs, Microsoft
provided each with aligting in the Windows 95 Referrd Server and mentioned them in press releases
and marketing activities relating to the ICW. Microsoft dso licensed Internet Explorer to them at no
charge, and assgted them in customizing Internet Explorer for use with their services. In exchange, the
listed IAPs agreed to offer Internet Explorer asthe “standard,” “ default,” or “preferred” browsing
software with their services. For example, Microsoft’ s agreement with EarthLink required it to “[o]ffer

the Microsoft Internet Explorer as the standard web browser for [EarthLink’s] ISP Service.”

125



258. The agreements dso imposed severd redtrictions on the ability of the IAPsin the
Referral Server to promote and distribute non-Microsoft browsing software. Firdt, the agreements
required the IAPsto limit their promotion of browser products other than Internet Explorer. For
example, the agreements prohibited the |APs from providing any links or other promotions for
Netscape on their services home pages. Infact, an IAP listed in the Referra Server was not
permitted, either in its Referral Server entry or esewhere, to express or imply to its subscribers that
they could use abrowser other than Internet Explorer with the IAP s service. Second, the agreements
prohibited the ten IAPs from providing non-Microsoft browsing software to their cusomers unlessa
subscriber specificdly requested it. Third, the agreements gave Microsoft the right to remove from the
Referral Server any 1AP, that in two consecutive caendar quarters, dlowed non-Microsoft browsing
software to climb above a specific percentage of al browsng software distributed by that IAP. Thus,
even if the AP ensured that dl users subscribing to its service through the Internet Connection Wizard
received only Internet Explorer with their subscriptions, Microsoft could nevertheless remove the ISP
from the Referrd Server if copies of Navigator made up more than the specified percentage of the
browsing software thet the |AP distributed through dl sub-channds. Twenty-five percent wasthe
figure specified in mogt of the agreements. For Netcom and Sprint, the figure was fifty percent, while
for IDT it was fifteen.

259. Inaddition to conditioning placement in the Referrd Server on an |AP s undertaking to
limit its promotion and distribution of non-Microsoft browsing software, Microsoft through its Referrd
Sarver agreements exchanged va uable congderation for the commitment of the ten |APs to convert

existing subscribers from Navigator to Internet Explorer. Microsoft also compensated them for
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employing Internet Explorer-specific technol ogies whose dissemination would encourage the
developers of network-centric applications to focus on APIs controlled by Microsoft, as opposed to
Netscape or Sun. For example, in exchange for Netcom’s commitment to offer deals to its customers
encouraging them to upgrade their software to the newest version that bundled Internet Explorer,
Microsoft subtracted nine dollars from the referrd fee. Microsoft dso deposited one dollar into aco-
marketing fund for each Netcom subscriber who actudly upgraded to client software that bundled
Internet Explorer.

260. Where the agreement with Microsoft required the AP to abandon a distribution
agreement aready entered with Netscape, Microsoft compensated the |AP with additional
congderation. For instance, in response to a representation from MCI that it had already committed to
pay Netscape between five and ten million dollars for Web browsing software, Microsoft agreed to
grant MCI acredit of five dollars toward a co-marketing fund (not to exceed five million dollars) for
each copy of Internet Explorer that MCI distributed to an MCI Internet access customer who had not
dready recaved acopy. Findly, Microsoft offered yet further reductionsin referra feesto the IAPs
using Microsoft-controlled technologies likely to stimulate developers to focus their attention on
Windows-specific software interfaces rather than the cross-platform ones provided by Netscape and
Sun. For example, Microsoft offered to reduce EarthLink’ s per-copy referra fee by ten dollarsin
exchange for EarthLink’ s use of at least two ActiveX controlsin the design of its home page and the
use of Microsoft FrontPage server extensions on its Web hosting servers.

261. Microsoft could have covered the cost of developing and maintaining the ICW and the

Windows Referrd Server, and even made a profit, by charging higher referrd feesthan it did to the
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favored IAPs. Ingtead, Microsoft bartered away so much of the referrd feesit otherwise could have
charged that the costs of running the Windows Referral Server have thus far exceeded the payments
Microsoft has received from the favored IAPs. Microsoft readily made this sacrifice in order to induce
the important | APs to take actions that aided Microsoft's effort to exclude Navigator from the IAP
channd.

262. Microsoft's maotivation for the limits it placed on the distribution of non-Microsoft
browsing software by 1APsin the Windows 95 Referral Server could not have been smply adesireto
ensure that 1APs did not promote competing browsing software to subscribers acquired with
Microsoft’s hep. The agreements gave Microsoft the right to dismiss an IAP that ether told its
subscribers they could choose Navigator or distributed too many copies of non-Microsoft browser
products. Thiswastrue even if the IAP never mentioned Navigator in its Referrd Server entry and
distributed nothing but Internet Explorer to the new subscribersit garnered from the ICW. In light of
that fact, the Windows 95 Referrd Server agreements emerge as something very different from typical
cross-marketing arrangements.  Furthermore, while facilitating for consumers the process of connecting
to the Internet may have been one motivation for developing the Internet Connection Wizard, that
motivation cannot explain the exclusonary termsin the Referrd Server agreements. After dll,
contractudly limiting the distribution of non-Microsoft browsng software by 1APs did nothing to help
consumers gain easy accessto the Internet. The red motivation behind the exclusonary termsin the
Referrd Server agreements was Microsoft’s conviction that even if IAPs were compelled to promote
and digtribute Internet Explorer, the mgjority of their subscribers would nevertheess ect to use

Navigator if the |IAPs made it reedily available to them. Microsoft therefore paid ahigh price to induce
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the most popular |APs to encourage their customers to use Internet Explorer and discourage them from
using Navigator.

263. Absent the conditions Microsoft placed on inclusion in the Referrd Server, the IAPs
would have had no reason to limit the percentage of subscribers that used one particular browser or
another. As Cameron Myhrvold explained to colleagues within Microsoft in April 1997, “1SPs are
agnogtic on the browser. It isagaing their nature to favor abrowser or even aplatform. This has been
damn hard for usto influence” In fact, Myhrvold told the same colleagues that he “had a hard time
guiding the ISPsto IE loyaty even when | make them sgn explicit terms and conditionsin alegd
contract.”

264. Microsoft monitored the extent of compliance of IAPsin the Referrd Server with the
shipment redtrictions contained in their agreements. 1t did this by periodicaly asking each of the ten
|APs to send Microsoft estimates of the number of copies of Internet Explorer — and non-Microsoft
browsing software — they were shipping. When, from time to time, various |APsin the Windows 95
Referrd Server (pecificaly Netcom, Concentric, and EarthLink) fell below the shipment quotas
specified in their agreements with Microsoft, executives a Microsoft reacted by contacting the derdlict
companies and urging them to meet their obligations. Concentric and Earthlink eventudly (by May
1998, if not sooner) reduced their Navigator shipments enough to bring them below the required
percentage. Microsoft never formaly removed an |AP from the Referrd Server.  For atime after the
release of Internet Explorer 4.0, however, no entry for Netcom appeared in the new verson of Referra
Server. Thiswas at least in part due to Netcom' s failure to ensure that Internet Explorer accounted for

fifty percent of the browsing software it shipped.
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265. Inaddition to faling, for atime, to meet the required shipment quotas, Concentric and
EarthLink occasiondly promoted Navigator in ways that were arguably prohibited by the Referrd
Server agreements. Despite their delinquency, Microsoft never removed Concentric and EarthLink
from the Referrd Server. Of much less concern to Microsoft than the shipment and promotion of
Navigator by |APs having Sgned Referrd Server agreements was the fact that Concentric and
EarthLink, along with Netcom and three of the other IAPsin the Windows 95 Referrd Server, dso
gopeared in Netscape s referrd server. Thisdid not violate either the letter or the spirit of their
agreements with Microsoft, for while the agreements prohibited the |APs in the Windows 95 Referra
Server from promoting Navigator, they did not purport to hinder Netscape in promoting those |APs.
At any rate, Microsoft did not have reason to be concerned with the appearance of its |AP partnersin
Netscape' sreferral server, whose main exposure was to existing Navigator users interested in switching
their IAPs. A ligting in Netscepe' sreferra server did not help Netscape get its software on users
systems, and pursuant to their agreements with Microsoft, the ax 1SPs in both Microsoft' s and
Netscape' sreferrd servers were actudly placing Navigator on far fewer users systems than they
would have in the absence of their agreements with Microsoft.

266. Inreaction to Microsoft's Referra Server agreements, Netscape entered into
agreements of its own with five of the Regiond Bell Operating Companies (RBOCs). Under the
Netscape agreements, the RBOCs agreed to make Navigator their default Web browsing software in
al cases, except those in which subscribers affirmatively requested other browsing software. In
exchange, Netscape agreed to list the RBOCs first among the IAPs included in Netscape' s referrd

server. In contrast to Microsoft’ s agreements, Netscape' s agreements with the RBOCs imposed no
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regtrictions on their ability to digtribute other browsing software, such as Internet Explorer, whether in
response to customer requests or otherwise. Furthermore, Netscape' s contracts with the RBOCs
required them to set Navigator as the default only so long as AT& T and MCI were both restricted by
their agreements with Microsoft from providing Navigator to their customers on par with Internet
Explorer. In any event, the RBOCs currently deliver Internet access to less than five percent of the
Internet access subscribersin North America

267. Microsoft's Windows 95 Referral Server agreements were of relatively short duration.
For example, Microsoft’ s agreement with EarthLink provided that it would expire two years from its
sggning in August 1996 unless elther party dected to terminate it sooner, and both Microsoft and
EarthLink were free to terminate the agreement for any reason on thirty days written notice. The other
Referra Server agreements were smilarly short in term.

268. InApril 1998, coincident with risng public criticism, the impending gppearance of Bill
Gates before a Congressiond pane on competition in the computer industry, and the imminent filing of
these lawsuits, Microsoft unilaterally waived the most redtrictive provisonsin the Windows 95 Referrd
Sarver agreements. Specificdly, Microsoft waived the provisons that restricted the IAPS ahility to
distribute non-Microsoft Web browsing software. With respect to promotion, the revised agreements
merely required the IAPs to promote Internet Explorer a least as prominently as they promoted non-
Microsoft browsers. Notably, however, the agreements till required the | APs to make Internet
Explorer their default browser.

269. By theend of September 1998, all of the Windows 95 Referral Server agreements had

expired by their own terms. Microsoft’s Windows 98 Referral Server agreements do not contain any
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provisons requiring that Internet Explorer make up any particular percentage of the IAPS shipments.
Furthermore, the Windows 98 Referral Server agreements offer no discounts on the referrd fees
predicated on the IAPS adoption of any particular Microsoft technology or licenang any Microsoft
product. With regard to promotion, the agreements require only that the |APs promote I nternet
Explorer no less favorably than non-Microsoft Web browsing software. Still, for those IAPs
concerned with the costs associated with supporting two browser products, this parity requirement is
enough to compel them not to not make Navigator readily available to their subscribers. The new
agreements have a one-year term and are terminable at will by the AP on ninety days notice.

270. 1APsno longer vaue placement in the Windows Referrd Server as much asthey did in
1996. For one reason, the ICW has gpparently not been responsible for as many new IAP
subscriptions as either Microsoft or the IAPs anticipated. In fact, from the third quarter of 1996
through the third quarter of 1998, only 2.1% of new users of the Internet became | AP subscribers
through the Windows Referrd Server. Partidly on account of this redization, Microsoft began in the
goring of 1998 to surrender sgnificant control over the Internet Sgn-up processto OEMs. As
described above, Microsoft gave the top fifty OEMsin the world the right to select both the IAPs (up
to five) that appear in the Windows 98 Referrd Server on the PC systems they sdll and to determine
the order in which those |APs appear. Microsoft aso permits the fifty OEMs to keep any bounties that
the |APs pay them for incluson in the Referrd Server. The OEMs asmply pay Microsoft anomind fee
(aflat fee of approximately $10,000 plus thirty cents per subscriber) to defray the costs of operating the
Referra Server program. Furthermore (asis also discussed above), Microsoft has allowed seven of

the highest-volume OEMs to supplant the ICW dtogether.
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271. By bothlifting redrictions in its agreements and ceding control over the IAP sign-up
process to OEMS, in the spring of 1998, Microsoft relaxed the strictures that it had imposed in the fall
of 1996 on the distribution and promotion of Web browsing software by the most popular IAPs. In the
year-and-a-haf that they were in full force, however, the redtrictive terms in the Referrd Server
agreements induced the mgjor IAPs to customize their client software for Internet Explorer, gear their
promotional and marketing activities to Microsoft' s technologies, and convert substantia portions of
their ingtalled bases from Navigator to Internet Explorer. They may have welcomed more flexibility to
distribute Navigator to those subscribers that expressed demand for it, but they had no incentive to
launch an expensive campaign to reverse the tide that Microsoft’ s restrictions had aready generated.
Consequently, few | SPs have responded to Microsoft’ s contractua dispensations by increasing
sgnificantly their distribution and promotion of Navigator. Furthermore, one of the reasons Microsoft
felt comfortable relaxing the controls on IAPs in the oring of 1998 was that it had achieved — and
planned to maintain — control over the distribution and promotion of Web browsing software by AOL
and the other mgjor OL Ss, whose combined subscriber base comprised most of North America's

Internet users.

C. The Online Services Folder Agreements
272. Inlate 1995 and early 1996, senior executives at Microsoft recognized that AOL
accounted for asubgtantia portion of dl existing Internet access subscriptions and that it attracted a
very large percentage of new |AP subscribers. Indeed, AOL was and is the largest and most important

IAP. The Microsoft executives thus realized that if they could convince AOL to distribute Internet
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Explorer with its client software instead of Navigator, Microsoft would — in a single coup — capture a
large part of the IAP channel for Internet Explorer. In the early spring of 1996, therefore, Microsoft
exchanged favorable placement on the Windows desktop, as well as other vauable consderation, for
AOL’s commitment to digtribute and promote Internet Explorer to the near excluson of Navigator.
AOL’s acceptance of this arrangement has caused an enormous surge in Internet Explorer’ s usage
share and a concomitant decline in Navigator’s share. To supplement the effects of the AOL ded,
Microsoft entered similar agreements with other OLSs. The importance of these arrangements to
Microsoft is evident in the fact that, in contrast to the redtrictive termsin the Windows Referral Server
agreements, Microsoft has never waived the terms that require the OL Ss to distribute and promote
Internet Explorer to the near excluson of Navigator.
i AOL

273. Prior to 1995, OL S subscribers used proprietary access software to view only their
OLS s specidized content. Beginning in 1994, however, the public became increasingly interested in
accessing information on the Web. So to keep from losing subscribers and to attract new ones, OLSs
upgraded their servicesto provide access to the Web. 1n November 1994, for example, AOL
purchased BookLink and incorporated its Web browsing software into AOL’ s proprietary access
software to enable AOL’ s subscribers to access and view Web content.

274.  While public awareness of the Web was taking hold, companies like Netscape and
Microsoft were hard a work developing Web browsing software. By the fal of 1995, a number of
OLSs, including AOL, had decided not to devote the considerable resources that would have been

required to keep up with thisrapid pace of innovation. They chose instead to license Sate-of-the-art
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Web browsing technology from a separate supplier. Microsoft saw AOL, with its subscriber base then
goproaching five million, as a potentid breskthrough opportunity — away for Microsoft quickly to
obtain credibility in Web browsing technology as well as usage share for the current verson of its
browsing software, Internet Explorer 3.0.

275.  In November 1995, David Cole of AOL advised Pete Higgins of Microsoft that AOL
was looking for Web browsing software to license and incorporate into future versons of its
proprietary access software. Bill Gates and AOL’s Chairman, Steve Case, subsequently spoke severa
times on the telephone. In those conversations, Gates urged that AOL representatives meet with
Microsoft technica personnel in order to get a better sense of the quality and features of Internet
Explorer 3.0. For his part, Case told Gates that he wanted Microsoft to include AOL’s client software
with Windows such that AOL received the same desktop promotion that MSN enjoyed. Gates
ingsted that such favorable trestment of AOL within Windows was out of the question.

276.  Lower down in Microsoft’s chain of command, executives took issue with Gates
reluctance to grant AOL favorable placement in Windows. 1n October 1995, before Gates and Case
began talking, a group of Microsoft executives prepared for Gates a memorandum on the company’s
Internet Explorer efforts entitled, “How to Get to 30% Sharein 12 Months.” The executives wrote that

we need to remove barriers to browser adoption by Online Services and Internet

Access Providers. Today MSN isan access sarvice. . ., anonline service. . ., and

an Internet Site.. . . ; in other words, it competes with everyone. By bundling MSN in

the Windows box, we are threatening 1SV’ s in each of these areas, who in turn have no

incentive to promote our Internet Browser.

277.  One of the proposals the executives put forward was that Microsoft “ Open Up the

Windows Box.” In other words, the executives bdieved that, in exchange for favorable treatment of
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Internet Explorer, Microsoft should include the client software of 1APs in Windows and give those
services prominent placement on the desktop, even if such placement drew attention avay from MSN.
Over the months that followed, senior Microsoft executives came to the conclusion that opening up the
Windows box to MSN’s competitors was a necessary price to pay for increasing Internet Explorer’s
share of browser usage.

278. Case ultimately agreed to vist Microsoft's Redmond campus in January 1996. In
preparation for that meeting, Microsoft purchased PC systems from five different OEMs (Compaq,
Hewlett-Packard, IBM, Packard Bell, and NEC) at retail outlet stores. When they turned these
systems on, employees a Microsoft discovered that the OEMs were dready shipping AOL’s software
pre-ingtaled on their PCs and giving the AOL service more prominent placement than MSN on the
Windows desktop. From the fact that AOL was aready enjoying broad distribution and promotion on
the Windows desktop through agreements with OEMSs, severd senior Microsoft executives, in
particular Paul Maritz and Brad Chase, concluded that Microsoft would not be giving up al that much if
it traded placement on the Windows desktop for AOL’s commitment to promote and distribute Internet
Explorer. At leadt initidly, Gates took a different lesson from the experiment with the five PC systems.
He seems to have fdlt that Microsoft should react not by ‘ opening up the Windows box,” but rather by
clamping down on the ability of OEMs to configure the Windows desktop. 1ndeed, the discovery that
OEMs were promoting AOL on the Windows desktop was one of the things that led him to complain
to Joachim Kempin on January 6, 1996 about OEMs that were bundling non-Microsoft Internet
sarvices and software and displaying it on their PCs “in a FAR more prominent way than MSN or our

I nternet browser.”
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279. Casg'sindggtence that Microsoft promote AOL on the Windows desktop stemmed
partly from factors other than the additional subscriptions expected to come from the OL S folder.
After dl, AOL dready enjoyed distribution agreements with mgor OEMs that placed an AOL icon on
the desktop of millions of new PC systems. But given that its OEM agreements tended to be short-
term and somewhat tenuous, and considering how sensitive the OEMs were to Microsoft’swill, AOL
executives redlized that AOL’ s position on the Windows desktop would be more secure if it met with
some degree of contractua acquiescence from Microsoft. After dl, whereas Microsoft retaiated in
subtle and not-so-subtle ways against OEMSs, such as IBM, that pre-installed software on their PCs
that Microsoft found minatory, it pronounced more extreme sanctions againg OEMs, such as Compaq,
that had the temerity to remove icons and program entries from the Windows desktop that Microsoft
had placed there. Case had reason to see vaue, then, in shifting AOL from being a source of software
at whose promotion Microsoft took umbrage to the dispenser of software whose placement on the
Windows desktop Microsoft guaranteed. Moreover, obtaining Microsoft’s commitment to include the
AOL client software and prominent promotion for AOL in every copy of Windows would place AOL
on al Windows 95 PC systems, including those sold by the multitude of OEMs whose shipment
volumes were too low to warrant the negotiation of separate distribution dedls. Furthermore,
placement on the desktop in some fashion would improve AOL’ s negotiating position when it asked
individua large OEMs to place an AOL icon directly on the desktop of their PC systems. Whatever
the reason, and irrespective of the consderable vaue that Microsoft offered AOL agpart from desktop

placement, Case made clear to Gates his sncere conviction that AOL would not recruit its subscribers
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to Internet Explorer unless Microsoft included AOL’ s client software in Windows and promoted AOL
in some form on the Windows desktop.

280. Four days before Case was due to arrive at Microsoft’s campus, Gates sent an E-mail
outlining Microsoft's goals in negotiating a dedl with AOL to the responsible Microsoft executives. He
wrote:

What we want from AOL isthat for aperiod of time — say 2 years — the browser

that they give out to their customers and the one they mention and put on their pages

and the one they exploit is ours and not Netscape’]s. We need for them to make our

browser available as the browser to existing and new customers. We have to be sure

that we don't alow them to promote Netscape aswell. We want dl the hits that come

off of AOL to register on servers as our browser so people can sart seeing us as

having measurable browser share.

Gates understood that if AOL gave assurance that its subscribers used Internet Explorer when
browsing the Web, the measure of browser usage share data to which application developers paid
mog attention — i.e., server “hit” data— would show asgnificant risein Internet Explorer’ s usage
share. Gates dso redized that such acommitment by AOL was worth seeking even if it lasted for only
acouple of years.

281.  On January 18, 1996, Case arrived at Microsoft’ s campus with three other AOL
executives. During the first meeting, Microsoft described the componentized architecture of Internet
Explorer 3.0 that would alow AOL to embed the browsing software into AOL’s access software. The
AOL executives viewed componentization as a highly attractive feature, because AOL wanted its
subscribers to fed they were using an AOL service whether they were viewing proprietary AOL

content or browsing content on the Web. In fact, Case and the other AOL representativestold their

Microsoft hosts that AOL wanted tota control over the “browser frame” (the windows in which Web
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content is displayed) to makeit digtinctiveto AOL. In other words, AOL wanted no menus, dialog
boxes, or other visble Sgns that would alert AOL users to the fact that they were usng Web browsing
software supplied by a company other than AOL.

282. Attheend of the meeting, Case expresdy acknowledged the attractiveness of
Microsoft’s componentized approach. Notably, Netscape had not yet developed a componentized
verson of Navigator. Netscape had assured AOL that it would do so, and AOL believed that
Netscape was capable of eventualy making good onits pledge, but the fact remained that Microsoft
had dready completed a componentized verson of Internet Explorer. Case was impressed enough
with Internet Explorer 3.0 that when he returned to AOL he told a number of fellow executives thet,
when it cameto AOL’stechnical consderations, Microsoft perhaps enjoyed an edge over Netscape.
Still, the AOL executives saw Navigator as enjoying better brand recognition and demonstrated
success in the marketplace.

283. Later intheday on January 18, Case and histeam dso met with Gates, Chase, and
Chase' s direct superior, Brad Silverberg, to discuss the business aspects of a potential AOL-Microsoft
dliance. At one point during the meseting, Case again told Gates that AOL needed inclusion of its client
software in Windows and prominent placement on the Windows desktop if there was to be a closer
relationship between the two companies. Gates expressed frustration that Case continued to insst on
getting an AOL icon on the Windows desktop in addition to the technology, engineering assistance, and
technica support Microsoft was offering AOL. Despite the obvious importance that Case attached to

desktop placement, Gates said he would not agree to that condition.
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284. A week dfter the January 18 meeting, Chase and Silverberg met with Gates. They
reiterated that, whether Gates liked it or not, an AOL icon aready appeared on the desktop of the
magor OEMS PCs. Given that fat accompli, they argued, Microsoft would gain much more than it
would lose by agreeing to place AOL on the Windows desktop in exchange for AOL’s commitment to
promote and distribute Internet Explorer. Thistime, Gates agreed to give AOL some sort of promotion
in Windows. He continued to ingst, however, that Microsoft not place an AOL icon directly on the
Windows desktop. Rather, Gates agreed to include AOL, dong with other OLSs, in ageneric “Online
Services Folder,” an icon for which would reside on the desktop. Since MSN enjoyed a branded icon
directly on the desktop, including AOL in the OL S folder would maintain itsinferior status to
Microsoft’s service.

285. Stll, Gates viewed the concession as a Sgnificant one; he understood thet it meant
undermining MSN's successin the pursuit of browser share. Ashetold an interviewer in the spring of
1996:

We have had three options for how to use the “Windows Box”: First, we can

use it for the browser battle, recognizing that our core assets are at risk. Second, we

could monetize the box, and sdll the real estate to the highest bidder. Or third, we

could use the box to sdll and promote internally content assets. | recognize that, by

choosing to do the firgt, we have leveled the playing field and reduced our opportunities

for competitive advantage with MSN.

286. Inlight of AOL’s success in having gained access to the Windows desktop through the
expedient of OEM pre-ingtalation without Microsoft’ s acquiescence, Gates abiding reluctance to grant

AOL access through Microsoft’ s front door may have ssemmed from a preoccupation with the message

such amove would send — both to other firmsin the computer industry and to consumers deciding
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which Internet serviceto use.  Although Gates viewed it as a Significant concession, he acquiesced in
granting AOL a place in Windows because he believed that Microsoft could not pass up the
opportunity AOL presented to drive Internet Explorer’ s usage share dramaticdly upward and to
exclude Navigator from a substantid part of the AP digtribution channdl.

287.  The negotiations between Microsoft and AOL proceeded throughout February and
early March 1996. On March 11, 1996, AOL announced that it had selected Navigator asthe primary
Web browsing software for GNN, which was AOL’ s basic ISP service a thetime and had a
subscriber base only two to three percent the Size of the subscriber base of AOL’ s flagship online
sarvice. The GNN arrangement was thus eclipsed the following day when AOL announced that it had
chosen Internet Explorer as the primary Web browsing software for its flagship service.

288.  Under the March 12 agreement, Microsoft gave AOL access to, and theright to
modify, Internet Explorer source code in order to customizeit for use with AOL’s proprietary access
software. This concession went far beyond the freedom that the IEAK granted IAPs to place their
own branding on Internet Explorer. Microsoft dso agreed to provide AOL with sgnificant engineering
assistance and technica support to enable AOL to integrate Internet Explorer into AOL’ s proprietary
access software. Further, Microsoft agreed to provide AOL with certain specific features of Internet
Explorer 3.0 by precise target dates and to ensure that future versions of its Web browsing software
would possess the latest available Internet-related technology features, capabilities, and standards.
Findly, Microsoft granted AOL free world-wide distribution rights to Internet Explorer and agreed to
distribute AOL’s proprietary access software in Windows and to place an AOL icon in the OL S folder

on the Windows desktop.
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289. Inreturnfor Microsoft's commitments, AOL agreed to base the proprietary access
software of its flagship online service for Windows and the Mac OS on Internet Explorer 3.0 and to
update that software as newer versions of Internet Explorer were released. Another provison in the
agreement provided that “AOL and AOL Affiliates will, with respect to Third Party Browsers,
exclusvely promote, market and distribute, and have promoted, marketed and distributed, Internet
Explorer on or for use by subscribers to the AOL FHagship Service.” Specificaly, AOL agreed to
ensure that in successive six-month periods, neither the number of copies of non-Microsoft Web
browsing software it shipped (through any sub-channel, including GNN), nor the number of new
subscribers accessng AOL (including GNN) with non-Microsoft Web browsing software, would
exceed fifteen percent of the total number of copies of proprietary access software that AOL
distributed through any channd (i.e., through the Windows desktop or otherwise). AOL retained the
right to distribute non-Microsoft Web browsing software to subscribers who affirmatively requested it,
aslong as doing so did not did not raise the relevant shipment quotients above fifteen percent. AOL
aso retained the right to provide alink within its service through which its subscribers could reach a
Web site from which they could download averson of Navigator customized for the AOL service. At
the same time, however, the agreement prohibited AOL from expressing or implying to subscribers or
prospective subscribers that they could use Navigator with AOL. Nor did it dlow AOL to include, on
its default page or anywhere e'se, ingtructions telling subscribers how to reach the Navigator download
dgte. Inany event, asthe Court has found above, downloading large programs over the Internet
involves condderable time, and frequently some frudtration, for the average user with average hardware

and an andog connection. The prospects were dim that many AOL users (who tend to be novice
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users with average equipment) would expend the effort to download Navigator when they dready had
browsing software that worked well with the AOL service. Findly, while the agreement permitted
AOL (subject again to the fifteen-percent shipment quotas) to distribute non-Microsoft Web browsing
software when requested by third-party providers, distributors, and corporate accounts, it obligated
AOL to use dl reasonable efforts to cause the third party to distribute that software on its own and to
minimize the use of AOL’s brand name with the distribution.

290. The Microsoft executives responsible for closing the dedl with AOL recognized that
AOL had agreed to distribute and promote Internet Explorer to the virtua exclusion of Navigator.
Two days after Microsoft sgned the agreement with AOL, Chase sent to Microsoft’s executive staff a
memorandum answering questions he thought the executives might have about the agreement. One
such question was, “I find it hard to believe that AOL isusing Internet Explorer asitsbrowser. Are
there exceptions?” Chase responded: “Y es the[re] are some but they are pretty remote. An AOL
customer could choose to use Navigator and it will be available to be downloaded from the AOL Site,
though not in a prominent way. There are some circumstances with 3¢ party distribution dedls where
AOL has some limited flexibility. Onits GNN service, AOL can do what it wants. But for al intents
and purposesit istrue, AOL will be moving its5M customersto anew client integrated with Internet
Explorer 3 garting this summer/fal.”

291. Aswiththeredrictive provisonsin the Referrd Server agreements, the provisonsin
the March 1996 agreement constraining AOL’ s distribution and promotion of Navigator had no
purpose other than maximizing Internet Explorer’ s usage share a Navigator's expense. Consdering

that the restrictions applied to AOL’s proprietary access software regardless of the sub-channel
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through which it was didtributed, and that Microsoft collected no revenue from Internet Explorer, the
redirictions accomplished no efficiency. They affected consumers only by encumbering their ability to
choose between competing browsing technologies. In order to gain AOL’s acceptance of these
restrictions, Microsoft accorded AOL free desktop placement that undermined its own MSN, in which
Microsoft had invested hundreds of millions of dollars. Significantly, Microsoft did not waive any of the
terms of its agreement with AOL (nor of its agreements with other OL Ss) when it waived some of the
redtrictive provisonsin its Referrd Server agreementsin April 1998. The reason was Microsoft’'s
recognition that holding OLSs, particularly AOL, to exclusive digtribution and promotion terms was
more important to maximizing Internet Explorer’ s usage share than holding 1ISPsto amilar terms.

292.  Microsoft closely monitored AOL’ s compliance with the redtrictive provisonsin the
March 1996 agreement. Microsoft employees periodicaly inspected AOL’s service for any sign of
promotions for Netscape. The scrutiny was close enough to prompt an AOL executive to write
Microsoft’'s Chase: “We are not selling NS advertisng around its browser or otherwise — let’s move
on....[l]tisnot timeto be paranoid . . . .”

293. Ever sncethe negotiations with Microsoft intengfied in early 1996, it had been AOL’s
intention to select one firm's Web browsing software and then to work closdly with that firm to
incorporate its browsing technology seamlesdy into the AOL flagship client software. Regardless of
which software it chose as its primary offering, though, AOL 4till wanted the ability to satisfy consumer
demand for competing Web browsing software. AOL did not want users who preferred a certain
brand of Web browsng software to have to go to acompeting OLS in order to obtain it. Therefore,

even once it selected Internet Explorer as the software that it would integrate seamlessly into its client,
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AOL would have preferred to make an AOL -configured verson of Navigator readily avalable to
subscribers and potentia subscribers.

294. Despiteits preference, however, AOL did not make Navigator readily avallable to
subscribers after the agreement with Microsoft took effect. To the contrary, AOL made it relatively
difficult for new subscribers to obtain averson of Navigator that would work with its client software,
and it pressured existing subscribers who used Navigator to abandon it in favor of client software that
included Internet Explorer. In essence, AOL contravened its natural inclination to respond to consumer
demand in order to obtain the free technology, close technical support, and desktop placement offered
by Microsoft.

295.  On October 28, 1996, Microsoft and AOL entered into an additiona agreement called
the Promotional Services Agreement, whereby AOL agreed to promote its new proprietary access
software that included Internet Explorer to existing AOL subscribers, and Microsoft agreed to pay
AOL for such promotion based on results. Specificaly, Microsoft agreed to pay AOL $500,000, plus
twenty-five cents (up to one million dollars) for each subscriber who upgraded from older versons of
AOL'’s proprietary access software to the version that included Internet Explorer, plus $600,000 if
AOL succeeded in upgrading 5.25 million subscribers by April 1997. In addition, AOL’s Referrd
Server agreement with Microsoft provided that AOL would receive atwo-dollar credit on referrd fees
for each new subscriber who used Internet Explorer. So while the March 12, 1996 agreement ensured
that nearly al new AOL subscribers would use Internet Explorer, the Promotiond Services and
Referra Server agreements enlisted AOL in the effort to convert the OLS s millions of existing

subscribersto Internet Explorer. In fulfillment of these agreements, AOL began to prompt its
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subscribers to download the latest version of its client access software, complete with Internet
Explorer, every time they logged off the service.

296. Itisnot surprising, given the terms of the 1996 agreements between Microsoft and
AOL, that the percentage of AOL subscribers using averson of the client software that included
Internet Explorer climbed steeply throughout 1997. By January 1998, Cameron Myhrvold was able to
report to Gates and the rest of Microsoft’ s executive committee that ninety-two percent of AOL’s
subscribers (who by then numbered over ten million) were using client access software that included
Internet Explorer. A year earlier, the same type of data had shown that only thirty-four percent of
AOL subscribers were usng AOL client software that included Internet Explorer. The marked
increase resulted in no smdl part from AOL’ s efforts to convert its existing subscribers to the newest
verson of its client software,

297. Evenif an AOL subscriber obtains the new client software that includes Internet
Explorer, he can Hill browse the Web using any browsing software, including Navigator, that happened
to beingdled on his hard drive. It isunlikely that many users will go to this effort, however, given the
ease of browsing with the software that comeswith AOL’s client software. The average AOL user,
being perhaps less technicaly sophigticated than the average | AP subscriber, is particularly unlikely to
expend any effort to use browsng software other than that which comes included with the AOL
software. AOL, acting pursuant to the provisions of the March 1996 agreement, has not made it easy
for its subscribers to locate, download, and ingtal averson of Navigator configured for its service.
Consequently, those AOL subscribers who did not aready have Navigator on their systems by the time

that agreement took effect were even less likely to use Navigator.
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298. Sowhen Microsoft executives learned that ninety-two percent of AOL subscribers
were using client software that included Internet Explorer, they could rest assured that virtualy the same
percentage of AOL’ s subscribers were using Internet Explorer whenever they connected to the Internet
with AOL. Infact, an examination of the “hit” data collected by AdKnowledge indicates that as of
early 1999, only twelve percent of AOL subscribers were using Navigator when they browsed the
Web (see Section V.H.1,, infra, for a description of the method by which AdKnowledge collects datd).
AOL (and its CompuServe subgdiary), in turn, accounted for avery large percentage of dl IAP
subscribers. In fact, according to data Microsoft collected and used interndly, AOL and CompuServe
accounted for sixty-five percent of the combined subscriber base of the top eighty IAPsin late 1997. It
is thus a reasonable deduction that the restrictive terms Microsoft induced AOL to accept in 1996 pre-
empted a subgtantiad part of the IAP channd for Internet Explorer.

299. On November 24, 1998, AOL and Netscape agreed that AOL would acquire
Netscape for 4.3 billion dollars worth of AOL stock. In arelated transaction, AOL entered into a
three-year Strategic aliance with Sun, pursuant to which Sun would develop and market both its and
Netscape' s server software and would manage the companies’ joint effortsin the area of eectronic
commerce. AOL purchased Netscape not just for its browsing technology, but aso for its eectronic
commerce business, its porta gte, its brand recognition, and its talented work force. To the extent
AOL was paying for Netscape' s browser business, its primary goa was not to compete for user share
agang Internet Explorer. Rather, AOL was interested in Navigator to the extent thet it drove Web
traffic to Netscape' s popular portd site, NetCenter. AOL was also interested in ensuring that an

dternative to Internet Explorer remained viable; it wanted the option of dropping Internet Explorer to
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retain enough vitality so that it would not be at the mercy of Microsoft for software upon which the
success of itsonline service largdy depended. Findly, AOL was interested in keeping Navigator dive
in order to ensure that Microsoft did not gain tota control over Internet standards.

300. AOL had the right under its agreement with Microsoft to terminate the distribution and
promotion provisons relaing to Internet Explorer on December 31, 1998. I1f AOL had decided to
terminate those provisions, the March 1996 agreement would otherwise have remained in effect, and
AOL could have continued to base its proprietary access software on Internet Explorer, taking
advantage of Microsoft’ s engineering and technica support. Microsoft, however, would have had the
option of removing AOL from the OLS folder. What is more, Chase informed AOL that Microsoft
might react to AOL’ s termination of the restrictive provisons by discontinuing the OLS folder
atogether, which would have disadvantaged the AOL’ s subsidiary OLS, CompuServe, which aso
enjoyed a place in the OL S folder.

301. Despiteitsacquisition of Netscape, AOL did not exerciseitsright to terminate the
exclusivity provisons of its agreement with Microsoft at the end of 1998. AOL executives made the
reasons clear to AOL’ s board of directors on November 17, 1998, when they presented the
Netscape/Sun transactions for the board’ s approva. They wrote:

In exchange for using |E as our primary browser component, Microsoft bundles

[AOL] in the “Online Services Folder” on the Windows desktop. Thisis an important,

vaued source of new customers for us, and therefore something we are inclined to

continue. Microsoft has made it clear that they will not continue to include usin

Windows if we don't agree to continue our “virtuad exclusvity” provisonsfor use of IE

within[AOL]. . . . There are benefits to [Netscape] of replacing | E with the [Netscape]

browser — it would dramatically shift browser market share (from about 50/50 today
to 65/35 in favor of [Netscape]). However, our present intent isto continue with IE,
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partly to get the continued marketing benefits of Windows bundling, and partly to
maximize the likdihood of continued “ dé&ente’” with Microsoft.

By not exercisng its right to terminate the “virtua exclusivity” provisonsin the agreement with
Microsoft, AOL commited itself to abide by those restrictions until January 1, 2001.

302. AOL doesnot beieve that it must make every possible use of Netscape' s browsing
software, and maximize Navigator’' s usage share, in order to judtify its purchase of Netscape. Now that
AOL has the capability to produce its own state-of-the-art componentized browsing software,
however, the fact remains that, of the various advantages Microsoft currently offers AOL in exchange
for its agreement to distribute and promote Internet Explorer with near exclusivity, the only onelikely to
dill be of great vdueto AOL a the beginning of the new millennium istheincluson of AOL’sdient
software, and the promotion of its service, within Windows. Assuming Microsoft continues to offer that
placement to AOL after January 1, 2001, the extent to which AOL continues to distribute and promote
Internet Explorer to the excluson of other browsing software will depend largely on the vaue that AOL
assignsto that placement and to any new forms of consderation Microsoft offers. With respect to the
vaue of placement in the OLS folder, AOL registered gpproximately 970,000 new subscribers through
the OLSfolder in the fiscal year ending in June 1998. This represented eleven percent of the new
subscriptions AOL gained that year, and it was enough to prompt AOL executives in November 1998
to describe the OL S folder to the AOL board as an “important, valued source of new customers for
us.”

303. If AOL wereto hdt its distribution and promotion of Internet Explorer, the effect on

Internet Explorer’s usage share would be significant, for AOL’ s subscribers currently account for over
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onethird of Internet Explorer’sindalled base. But even if AOL stops ditributing Internet Explorer
after January 1, 2001 and updates its entire subscriber base to client software that includesits own or
some other proprietary browsing software, Microsoft will gill have ensured that, over the preceding
four years (AOL subscribers began using proprietary access software based on Internet Explorer in
November 1996), a very large mgority of AOL subscribers used Internet Explorer whenever they
browsed the Web through the AOL service. This period is sgnificantly longer than the two years Gates
thought AOL’s obligations would haveto last in order for the dedl to be worthwhile to Microsoft.

304. AOL’ssubscribers now number sixteen million, and a substantia part of al Web
browsing is done through AOL’s service. By granting AOL valuable desktop red estate (to MSN’s
detriment) and other valuable consideration, Microsoft succeeded in capturing for Internet Explorer,
and holding for aminimum of four years, one of the single most important channels for the distribution of
browsing software. Starting the day Microsoft announced the March 1996 agreement with AOL, and
lasting at least until AOL announced its acquisition of Netscape in November 1998, devel opers had
reason to look into the foreseeable future and see that non-Microsoft software would not attain stature
as the standard platform for network-centric gpplications. Microsoft exploited that interva to enhance
dependence among devel opers on Microsoft’ s proprietary interfaces for network-centric applications
— dependence that will continue to inure to Microsoft' s benefit even if AOL stops distributing Internet
Explorer in the future. The AOL coup, which Microsoft accomplished only at tremendous expense to
itself and congderable deprivation of consumers freedom of choice, thus contributed to extinguishing
the threat that Navigator posed to the applications barrier to entry.

ii. Other Online Services

150



305. Inthe summer and fal of 1996, Microsoft entered into agreements with three other
OLSs, namdy, AT&T WorldNet, Prodigy, and AOL’ s subsidiary, CompuServe. The provisions of
these agreements were substantialy the same as those contained in the March 1996 agreement
between Microsoft and AOL. Aswith the AOL agreement, Microsoft did not deign to waive the
redrictive terms in these OL S agreements when it waived amilar termsin the Referrd Server
agreementsin the spring of 1998. The OL Ss were discontented with the provisons that limited thelr
ability to distribute and promote non-Microsoft browsing software. Prodigy, for one, found those
provisions objectionable and tried, unsuccessfully, to convince Microsoft to make the termsless
regrictive. AT& T WorldNet's negotiator also told his Microsoft counterpart, Brad Silverberg, that
AT&T wanted to remain neutra as to browsing software. Despite their reservations, the OL Ss
accepted Microsoft’ s terms because they saw placement in the OL S folder as crucid, and Microsoft
made clear that it would only accord such placement to OL Ss that agreed to give Internet Explorer
exclusve, or at least extremely preferentid, treetment. As one Microsoft negotiator reported to Chase
about AT& T WorldNet, “It' s very clear that they redly redly want to be in the Windows box.” The
OL Ss became even more desperate for inclusion in the OL S folder once it was announced that thelr
largest competitor, AOL, had dready won placement there. One Prodigy executive wrote to another
two weeks after his company signed the agreement with Microsoft, “it was absolutdly critica to
Prodigy’ sbusiness’ and “essentid in order to remain competitive’ that Prodigy obtain Microsoft's
agreement to include the Prodigy Internet serviceicon in the OL S folder.

306. Although none of these OL Ss possessed subscriber bases approaching AOL’' s, they

comprised, along with MSN, the most significant OLSs other than AOL. By making arrangements with

151



them similar to the one it enjoyed with AOL, Microsoft ensured thet, for aslong as the agreements
remained in effect, the overwhelming mgority of OL S subscribers would use Internet Explorer
whenever they accessed the Internet. Since AOL owns CompuServe, the acquisition of Netscape may
affect CompuServe s arrangement with Microsoft in the future; however, the acquisition does not dter
the incentives for the other OL Ss to enter new agreements with Microsoft Smilar to the ones sgned in
1996.

d. Effect of Microsoft’s Actionsin the |AP Channel

307. Asdescribed above, Microsoft gave vauable consderation at no charge to IAPs that
agreed to digtribute and promote a product that brought no revenue to Microsoft. By tendering
additiond vauable perquisites (at the cost of lost revenue), Microsoft induced IAPs to restrict
dragticdly ther digtribution and promotion of Navigator. With the offer of till other concessions,
Microsoft induced IAPs to turn subscribers dready using Navigator into Internet Explorer users.

308. AsMicrosoft hoped and anticipated, the inducements it gave out gretis, aswell asthe
restrictive conditionsit tied to those inducements, had, and continue to have, a substantid exclusonary
impact. First, many more copies of Internet Explorer have been distributed, and many more IAPs
have standardized on Internet Explorer, than would have been the case if Microsoft had not invested
great sums, and sacrificed potentia sources of revenue, with the sole purpose of protecting the
goplications barrier to entry. Second, the redtrictive terms in the agreements have prevented |APs from
meeting consumer demand for copies of non-Microsoft browsing software pre-configured for those

sarvices. The |APs subject to the most severe restrictions comprise fourteen of the top fifteen access
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providers in North America and account for alarge mgority of dl Internet access subscriptionsin this
part of the world.

309. Not surprisngly, the inducements that Microsoft gave out and the retrictions it
conditioned them upon have resulted in a substantiad increase in Internet Explorer’ s usage share. A
study Microsoft conducted shows that at the end of 1997, Internet Explorer enjoyed a ninety-four
percent welghted average share of shipments of browsing software by 1SPs that had agreed to make
Internet Explorer their default browser. By contrast, the sudy shows that Internet Explorer had only a
fourteen percent weighted average share of shipments of browsing software by 1SPs that had not
agreed to make Internet Explorer their default browser. The same study shows that Microsoft's
weighted average share of browser usage by subscribersto |SPs that had made Internet Explorer their
default browser was over sixty percent at the end of 1997, wheress its weighted average share of
browser usage by subscribers to I1SPs that did not make Internet Explorer their default browser was
less than twenty percent.

310. An gppropriate use of the AdKnowledge hit data shows the difference in Internet
Explorer’ s success among categories of |APs subject to different levels of distribution and promotion
restrictions (see Section V.H.1., infra for adescription of the method by which AdKnowledge collects
data). One category was hits originating from subscribers to | APs that, according to a chart prepared
by Microsoft for itsinterna use, were not subject to any distribution or promotion restrictions. Another
category was hits originating from subscribersto any IAP. A third category was hits originating from
subscribersto AOL and CompuServe. The hit data show that, from January 1997 to August 1998,

Internet Explorer’ s usage share among subscribers to | APs that were uninhibited by restrictions rose
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ten points, from about twenty to about thirty percent. Over the same period, Internet Explorer’ s usage
shareamong al 1AP subscribers, including those subject to restrictions, rose twenty-seven points, from
twenty-two to forty-nine percent. Findly, Internet’s Explorer’ s usage share among subscribers to two

| APs subject to the most severe restrictions, AOL and CompuServe, rose sixty-five points, from
twenty-two to eighty-seven percent. The differences in the degree of Internet Explorer’s successin the
three categories reved the exclusonary effect of Microsoft’ sinterdiction of Navigator in the IAP
channd.

4, Inducing | CPsto Enhance Internet Explorer’s Usage Share at
Navigator’s Expense

311. ICPscreate the content that fills the pages that make up the Web. Because this content
can include advertisements and links to download sites, ICPs aso provide a channel for the promotion
and digtribution of Web browsing software. Executives a Microsoft recognized that | CPs were not
nearly asimportant a distribution channel for browsing software as OEMs and IAPs. Nevertheless,
protecting the gpplications barrier to entry was of such high priority a Microsoft that its senior
executives were willing to invest Sgnificant resources to enlist even ICPs in the effort. Executives at
Microsoft determined that | CPs could aid Microsoft’s browser campaign in three ways. First, ICPs
could help build Internet Explorer’ s usage share by featuring advertisements and links for Internet
Explorer, to the excluson of non-Microsoft browsing software, on their Web pages. Second, those
ICPs that distributed software as well as content could bundle Internet Explorer, instead of Navigator,

with those digtributions. Findly, ICPs could increase demand for Internet Explorer, and decrease
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demand for Navigator, by creating their content with Microsoft technologies, such as ActiveX, that
would make the content more gppedling in gppearance when accessed with Internet Explorer.

312. Asealy asthefdl of 1995, Microsoft executives saw that they could help reinforce the
goplications barrier to entry by inducing the leading ICPs to focus on Microsoft's browsing
technologies. In the October 1995 memorandum that Microsoft executives sent to Gates on
Microsoft’s browser campaign, one of the suggestions was, “ Get 80% of Top Web Sitesto Target Our
Client.” Specificdly, the executiveswrote:

Content drives browser adoption, and we need to go to the top five Stes and ask them,

“What can we do to get you to adopt IE?” We should be prepared to write a check,

buy stes, or add features— bagically do whatever it takes to drive adoption.

313. By themiddle of 1996, this proposa had become corporate policy. Senior executives
a Microsoft believed that inducing the I CPs responsible for the most popular Web stes to concentrate
their digributiond, promotiond, and technica efforts on Internet Explorer to the excluson of Navigator
would contribute significantly to maximizing Internet Explorer’ s usage share & Navigator’' s expense.
When Microsoft began, in late 1996, to enlist the aid of the most popular ICPs, it used an inducement
that it had dready successfully employed with the top IAPs. Microsoft crested an area on the
ubiquitous Windows billboard for the promotion of 1CPs and then exchanged placement in that area at
no charge for the commitment of important |CPs to promote and distribute Internet Explorer exclusively
and to create their content with technologies that would make it appear optimally when viewed with
Internet Explorer. Microsoft executives referred to this tactic as “ Strategic barter.” Aswasthe case

with the IAPs, neither the sacrifice that Microsoft made to enlist the aid of the top ICPs nor the
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restrictions it placed on them can be explained except as components of a campaign to protect the
goplications barrier to entry against Navigator.

314. TheActive Desktop was a Microsoft festure that, if enabled, allowed the Windows
user to position Web pages as open windows that appear on the background, or “wallpaper” of the
Windows desktop. If the Web pages featured “push” technology, they would automaticdly update
themsdlves by downloading information from their respective servers at times scheduled by the user.
Thus, auser could position on his desktop wallpaper Web pages that displayed periodically updated
stock prices, sports scores, and news headlines. The Channel Bar was a feature of the Active
Desktop. If enabled, the Channd Bar gppeared as a rectangular graphic on the desktop wallpaper. It
was divided into pre-configured links to the Web sites of certain ICPs that implemented push
technology. Microsoft introduced the Active Desktop, including the Channd Bar, as afeature of
Internet Explorer 4.0, which it released on September 30, 1997.

315.  Aspre-configured by Microsoft, the top channd on the Channel Bar linked to a
Microsoft Web dte, cdled the “ Active Channd Guide,” that provided alist of stes enabled with push
technology. The next five channels were each labeled with a generic category such as“News &
Technology” or “Business” Clicking on one of these five channds brought up adisplay of iconsfor
specific Web stes. For example, dicking on the “Sports’ channd brought up a display including icons
for sports-related Web sites such as ESPN SportsZone and CNN SI. Below the five generic category
channds were branded ones, each of which would link the user directly to a specific ICP' s Web Ste.

316. Congdering how ICPs generate revenue, it is not surprising that they attached great

vaue to placement on the Channel Bar. Most ICPs charge fees for placing advertisements on their
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Web pages. In addition, some ICPs display certain of their content only to users who pay afee. The
higher the volume of user traffic an ICP s Site attracts, the higher the rates it can charge for the
placement of advertiang on its Stes. Higher volume aso brings increased revenue to |CPs that charge
usersfor content. Microsoft pre-configured Internet Explorer 4.0 so that the Active desktop and the
Channd Bar would appear by default on auser’s Windows 95 PC system, and Microsoft forbade
OEMsto disable either feature. Microsoft and the |CPs consequently surmised that a very high volume
of user traffic would be driven to the Web sites for which channds appeared on the Channd Bar.
Intuit, for one, believed that placement on the Windows desktop would provide it with unparaleled
promotiond and digtributiona advantages. As aresult, the company was prepared to pay a substantia
feefor placement on the Channel Bar. The managers of ZDNet felt the same way, as did the
executives responsble for Disney’s Internet content. Some ICPs, including Intuit, even admitted to
Microsoft that incluson on the Channd Bar was critica to them and asked what they would be obliged
to pay to beincluded.

317. Based ontheinterest ICPs expressed, as well as Microsoft’ s own assessment of the
vaue of placement on the Channd Bar, executives a Microsoft consdered charging ICPs for inclusion
on the Channel Bar. They estimated that | CPs appearing directly on the Channel Bar would pay as
much as $10 million per year, and that even |CPs gppearing under the generic channds would pay a
couple of million dollars each annualy. These estimates proved to comport well with the value that
|CPs themsdlves actudly attached to incluson in the Channd Bar, at least before the feature had been

tested in the marketplace. For example, in December 1996, more than nine months before the Active
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Desktop made its debut, Microsoft signed an agreement with PointCast pursuant to which PointCast
agreed to pay $10 million for the first year that its channel would appear directly on the Channel Bar.

318. Following the sgning of its agreement with PointCast, Microsoft proceeded to enter
gmilar “Top Tier” or “Patinum” agreements with twenty-three other ICPs, dl in the summer and early
fdl of 1997. Microsoft used theterm “Top Tier” to refer to the four non-Microsoft 1CPs (including
PointCast) given placement directly on the Channd Bar and the term “Platinum” to describe the twenty
ICPs included in the five generic categories accessble from the Channd Bar. Although the agreements
were individudly negotiated and their terms varied to some extent, the typica agreement obligated
Microsoft to promote the ICP s businessin three ways. First, Microsoft agreed to include on the
Channel Bar (or in one of the ligts accessible directly from the Channd Bar) alink that would send a
user directly to the ICP s*push” dte. Second, Microsoft agreed to promote the ICP s content in
nationd public-relations and computer-industry events, as well as on Microsoft Web sites. Findly,
Microsoft agreed to include introductory content from the ICP with certain distributions of Windows
and Internet Explorer.

319. Theagreements did not obligate the Top Tier and Platinum ICPs to pay money to
Microsoft in exchange for any of the benefits, including placement on the Windows desktop, that
Microsoft extended to them. Rather, the agreements obligated the ICPs to compensate Microsoft in
other ways. Although the agreement that PointCast signed purported to call for a payment of ten
million dollars to Microsoft, it entitled PointCast to a discount on the full amount if it behaved as other

|CPs undertook to do in their own Top Tier and Platinum agreements with Microsoft.
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320. Thefirgt obligation that the ICPs undertook was to distribute Internet Explorer and no
“Other Browsar” in connection with any custom Web browsing software or CD-ROM content that
they might offer. The term “Other Browser” was defined in the agreements as Web browsng software
that ranked first or second by organizations in the business of measuring the usage of browsing
software. This obligation was pertinent only to the Sx Top Tier and Platinum ICPs that distributed
Web browsing software during the term of the agreements. PointCast, CNet, Intuit, AOL, Disney, and
Nationa Geographic.

321. TheTop Tier and Platinum agreements a so required the signatory 1CPs to promote
Internet Explorer and no “ Other Browser” asther “browser of choice” In particular, the ICPs were
required to display alogo for Internet Explorer and no “Other Browser” on the home page of the Sites
specified in the agreements and on any other pages on which the ICP typically displayed such links.
The ICPswere dso required to place Internet Explorer download links on their Web sites and to
remove any links to Navigator’s download site. Aggregating the Web sites offered by the twenty-four
Top Tier and Patinum ICPs, the number of Web Sites affected by this provision was thirty-one.

322. A third provison that the ICPs accepted in return for placement on the Channdl Bar
was a prohibition againg their entering agreements with a vendor of an “Other Browser” whereby the
|CPswould pay money or provide other consideration to the vendor in exchange for the vendor’s
promotion of the ICP s branded content. Findly, the agreements required the ICPs, in designing their
Web dites, to employ certain Microsoft technologies such as Dynamic HTML and ActiveX. Some of
the agreements actualy required the ICPs to create “ differentiated content” that was either available

only to Internet Explorer users or would be more attractive when viewed with Internet Explorer than
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with any “Other Browser.” For example, the agreement with Intuit provided: “ Some differentiated
content may be available only to I1E users, some may smply be ‘ best when used with IE,” with
acceptable degradation when used with other browsers.”

323. ThelCPswere so intent on gaining placement on the Channel Bar that they even
complied, dbat reluctantly, when Microsoft imposed restrictions not contained in the Top Tier and
Patinum agreements. For example, Microsoft demanded that Disney remove its distinctive branding
fromitslink on Navigator's user interface and threstened to remove Disney from the Channd Bar if it
did not accede. Executives a Disney believed that such a requirement went beyond the language of the
Top Tier agreement that Disney had sgned with Microsoft, but they saw no recourse in making an issue
of the matter, for Microsoft could keep the Disney icon off the Channel Bar during the pendency of the
dispute, and Microsoft would be less amenable to promotiona opportunities for Disney in the future.
Therefore, Disney capitulated. In asmilar fashion, a Microsoft employee told a counterpart a Wired
Digita that even if the agreement between the companies did not technically prohibit it, Wired Digitd
would be violating the spirit of its agreement if it placed alink to any of its subsdiary Steson
Navigator’s user interface. What Microsoft wanted to avoid were announcements suggesting that any
of Microsoft’s |CP partners were a so cooperating with Netscape.

324. Intuitisaleading developer of software designed to help individuas and smdl
businesses manage their finances. A consumer can use one of Intuit’s popular products by purchasing a
copy of the software, but Intuit makes additional features available through its Quicken.com Web ste.
Thus, Intuit is both an ISV and an ICP. Beginning in late 1995, Intuit distributed Navigator with its

products in order to ensure that its users could access the features provided through Quicken.com. In
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1996, Microsoft commenced the process of converting Intuit from a Netscape partner to a distributor
of Internet Explorer. In July of that year, Gates reported to other Microsoft executives on his attempt
to convince Intuit’s CEO to distribute Internet Explorer instead of Navigator:

| made it clear to him that beyond giving him the best browser technology for no cost

that we were only will[ing] to do some very modest favorsin additionto that. . .. 1 was

quite frank with him that if he had afavor we could do for him that would cost us

something like $1M to do that in return for switching browsersin the next few months |

would be open to doing that.

325. Intuit did not accept Gates' offer immediatdy, but less than a year later, in June 1997,
Intuit became one of the ICPs to Sgn a Platinum agreement with Microsoft. Thisdlowed Intuit to place
alink to Quicken.com under the “Business’ heading on Microsoft's Channel Bar. In return, however,
the agreement required Intuit to distribute Internet Explorer, and no “Other Browser,” with its software
products, including those not distributed through the Channd Bar. Intuit also agreed to the other terms,
relating to the promotion of browsing technologies, business relationships with Netscape, and the
adoption of Internet Explorer technologies, that applied to the other Top Tier and Platinum ICPs.

326. Microsoft would have granted Intuit a license to distribute the componentized version of
Internet Explorer a no charge even if Intuit had not entered a Platinum Agreement. In the absence of
the agreement’ s retrictive terms, in fact, Intuit likely would have distributed the componentized verson
of Internet Explorer with its products while smultaneoudy promoting Navigator and distributing to
consumers who requested it a version of Navigator specialy-configured for Intuit’s products. The only
way Intuit could gain a place on the Channel Bar, however, was by agreeing to the provisons that

required it to limit its promotion of Navigator, to cease distributing that browser dtogether, and to

refuse to pay Netscape to promote Intuit products on Netscape' s Web sites. Intuit accepted these
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terms reluctantly, for Navigator remained a popular product with consumers, and Netscape' s Web
Stes il attracted a great ded of traffic.

327. Inaddition to the Top Tier and Platinum agreements, Microsoft entered into two other
types of agreementswith ICPs. First, Microsoft signed so-called “ Gold” agreements with between
thirty and fifty ICPs. Pursuant to these agreements, Microsoft included ICPs in the “ Active Channdl
Guide’” Web site, which appeared whenever a Windows user clicked on the top link on the Channdl
Bar. In exchange for this promotion, the Gold-agreement 1CPs agreed to promote Internet Explorer on
at least equa footing with other browsing technology, including Navigetor.

328. Second, Microsoft entered into IEAK agreements with between eight and twelve ICPs
devoted to business-related content. Under the typica IEAK agreement, Microsoft agreed to include
functiondity in the IEAK that would facilitate the incluson of alink to the ICP s Web Ste under the
“Busness’ category of the Channd Bar. 1n exchange, the ICPs committed to distributing Internet
Explorer exclusvey (to the extent they distributed any browsing software), to promote Internet
Explorer asther “browser software of choice,” to refrain from promoting any “Other Browser”
(defined asin the other |CP agreements) on their Web sites, and to create content that could be
accessed optimaly only with Internet Explorer.

329. Cross-marketing arrangements in competitive markets do not necessarily make those
markets less competitive; however, four characteristics distinguish this case from stuations in which
such agreements are benign.  First, Microsoft was able to offer |CPs an asset whose value competitors
could not hope, on account of Microsoft’s monopoly power, to match. Second, Microsoft bartered

that asset not to increase demand for arevenue-generating product, but rather to suppress the
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distribution and diminish the attractiveness of technology that Microsoft saw as a potentia threet to its
monopoly power. Third, and more specificaly, Microsoft prohibited the |CPs from compensating
Netscape for promotion of their products even while not attempting to prohibit the promotion itself.
Thisreveals that Microsoft’s motivation was not Smply a desire to generate brand associations with
Internet Explorer. Findly, Microsoft went beyond encouraging | CPs to take advantage of innovations
in Microsoft' s technology, explicitly requiring them to ensure that their content appeared degraded
when viewed with Navigator rather than Internet Explorer. Microsoft’s desire to lower demand for
Navigator was thus independent of, and far more maevolent than, a smple desre to increase demand
for Internet Explorer.

330. Thetermsof Microsoft’s agreements with | CPs cannot be explained in customary
economic parlance absent Microsoft’ s obsession with obliterating the threat that Navigator posed to the
applications barrier to entry. Absent that obsession, Microsoft would not have given ICPs a no charge
licenses to digtribute Internet Explorer. What is more, Microsoft would not have incurred the cost of
componentizing Internet Explorer and then licensed that version to Intuit at no charge. By sacrificing
opportunities to cover its costs and even make a profit, Microsoft advanced its strategic god of
maximizing Internet Explorer’ s usage share a Navigator's expense. Whereas Microsoft might have
developed the Channel Bar without ulterior motive as amatter of product improvement, it would not
have exchanged placement on the Channel Bar for terms as highly and broadly redtrictive as the onesiit
actudly extracted from ICPs. Nevertheess, and to Microsoft’s dismay, circumstances prevented these

regtrictions from having alarge impact on the relative usage shares of Internet Explorer and Navigator.

163



331. Despite Microsoft’s and the ICPS expectations to the contrary, consumers showed
little interest in the Channel Bar, or in the Active Desktop in generd, when the features debuted in the
fdl of 1997. Moreover, reviews of the Channd Bar in computer-related publications were generdly
unfavorable. The Channd Bar may not have attracted consumer interest, but the ICP agreements
relating to the Channel Bar did attract controversy. Indeed, Gates faced pointed questions about them
when he appeared before the Senate Judiciary Committee in March 1998. Microsoft took severa
messures to qudl the public criticiam in early April 1998. Firg, it waived the most redirictive termsin
the Top Tier and Platinum agreements, theregfter, the agreements required |CPs merdly to promote
Internet Explorer in amanner at least equa to their promotion of Navigator. Second, Microsoft made
no attempt to renew the Gold and IEAK agreements, which had expired by their own termsin March
1998. Third, Microsoft authorized its OEM licensees to configure the Windows 98 desktop o that the
Channel Bar would not gppear by default, and nearly every mgor OEM availed itself of the permission.
Deeming the Channd Bar more trouble than it was worth, Microsoft decided to eiminate the fegture
entirdy from future versons of Windows, including Windows 98 updates. Therefore, the provisons
requiring ICPs to exclusively distribute and promote Internet Explorer had dl expired within seven
months of the Channd Bar’srelease. All of the Top Tier and Platinum agreements had expired by ther
own terms by December 31, 1998. In light of its decision to discontinue the Channd Bar, Microsoft
did not seek to renew any of them.

332. For aperiod of about eight months, however, agreements with Microsoft had
prohibited gpproximately thirty-four 1CPs from distributing Navigator and from promoting Navigator in

al but afew ways. For an overlgpping period of between ayear and a year-and-a-hdf, those thirty-
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four 1CPs, plus between thirty and fifty more, were required to promote Internet Explorer at least as
prominently as they promoted Navigator. Although the affected Web sites made up only atiny
percentage of those existing on the Web, they comprised the offerings of dl but afew of the most
popular ICPs. If the estimation of one Microsoft employee in June 1996 can be consdered accurate,
the affected |CPs accounted for a significant percentage of the Web traffic in North America. Still,
there is not sufficient evidence to support afinding that Microsoft’s promotiond restrictions actudly had
asubstantia, deleterious impact on Navigator's usage share. For one thing, only six of the affected
|CPs distributed any Web browsing software bundled with their products during the period in which
Microsoft’ s digtributiond redtrictions remained in effect. AOL obvioudy distributed a substantia
volume of Web browsing software during this period, but snce AOL was separately precluded under
its Online Services Folder agreement from digtributing virtudly any non-Microsoft browsing software,
AOL would not have digtributed a significant number of Navigator copies even if it had not entered a
Top Tier agreement with Microsoft.

333.  Pursuant to its agreement with Microsoft, Intuit distributed over five million copies of
Internet Explorer with the 1998 versons of its products. Microsoft had offered Intuit a componentized
browser while Netscape had not, and it stands to reason that Intuit would in al probability have
distributed close to the same number of Internet Explorer copies even absent the distributional
redrictions imposed by its contract. Still, Intuit had distributed over five million copies of Navigator
with the 1997 versons of its products. Uncongtrained by its agreement with Microsoft, Intuit might
have distributed with its 1998 products a sum gpproaching that number of Navigator copies aong with

the componentized version of Internet Explorer (particularly if the CD-ROM represented its primary
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digribution vehicle). Of the affected ICPs (excluding AOL), Intuit dmaost certainly ditributed the most
Web browsing software bundled with its products.

334. All of the Top Tier, Plainum, and IEAK |CPs were cgpable of including download
links on their Web pages. While many of these ICPs had included such links for Navigator prior to
entering agreements with Microsoft, only Internet Explorer download links were alowed while the
restrictive terms were in effect. On the whole, it is reasonable to deduce from the evidence thet the
restrictions Microsoft imposed on |CPs prevented the distribution and ingtdlation of a significant
quantity, but certainly less than ten million, copies of Navigator.

335. Theterms Microsoft imposed did prevent a number of the ICPs otherwise inclined to
do so from compensating Netscape for its promotion of the ICPs content in Navigator or on
Netscape' s Web gtes. While they were in effect, Microsoft’ s restrictions probably deprived Netscape
of revenue measured in millions of dollars, but nowhere near $100 million.

336. It appearsthat, a the time the obligation expired, Microsoft had not yet begun to
enforce its requirement that the Top Tier, Platinum, and IEAK |CPs devel op content that would appear
more attractive when viewed with Internet Explorer than when viewed with Navigator. Moreover,
thereis no evidence that any |CP other than Disney developed any “differentiated content” in response
to its agreement with Microsoft. Therefore, there isinsufficient evidence to find that the requirements
that Microsoft sought to impose with respect to the use of Microsoft-specific browsing technologies
had any discernible, deleterious impact on Navigator’ s usage share.

5. Directly Inducing ISVsto Rely on Microsoft’s Browsing Technologies
Rather than APIs Exposed by Navigator
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337.  Since 1995, more and more 1SV's have, like Intuit, enhanced the features of their
gpplications by designing them to take advantage of the type of content and functiondity accessble
through browsing software. An increasing number of these applications actudly rely on browsing
software to function. Microsoft’ s efforts to maximize Internet Explorer’ s share of browser usage a
Navigator's expense were intended to encourage devel opers to use Windows-specific technologies
when they wrote their gpplicationsto rely on abrowser. In addition to creating thisincentive indirectly,
by disadvantaging Navigator, Microsoft also targeted individud 1SV s directly, extracting from them

commitments to make their Web-centric gpplications reliant on technology specific to Internet Explorer.

338. Because of theimportance of “time-to-market” in the software indudtry, ISVs
devel oping software to run on Windows products seek to obtain beta releases and other technical
information relating to Windows as early and as condgstently as possble. Since Microsoft decides
which ISVs receive betas and other technica support, and when they will receiveit, the ability of an
ISV to compete in the marketplace for software running on Windows products is highly dependent on
Microsoft's cooperation. Netscape learned this lesson in 1995.

339. Indozensof “Firs Wave’ agreements signed between the fall of 1997 and the spring of
1998, Microsoft has promised to give preferentid support, in the form of early Windows 98 and
Windows NT betas, other technicd information, and the right to use certain Microsoft sedls of
approva, to important 1SV's that agree to certain conditions. One of these conditionsiis that the ISV's

use Internet Explorer as the default browsing software for any software they develop with a hypertext-
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based user interface. Another condition isthat the ISVs use Microsoft’s“HTML Help,” which is
accessible only with Internet Explorer, to implement their applications help systems.

340. By exchanging itsvita support for the agreement of leading ISV's to make Internet
Explorer the default browsing software on which their products rely, Microsoft has ensured that many
of the most popular Web-centric applications will rely on browsing technologies found only in Windows
and hasincreased the likelihood that the millions of consumers using these products will use Internet
Explorer rather than Navigator. Microsoft’ s relations with 1SV's thus represent another arealin which it
has applied its monopoly power to the task of protecting the gpplications barrier to entry.

6. Foreclosng Appleasa Distribution Channel for Navigator

341. Inthe summer of 1995, Microsoft had been willing to cede to Netscape the
development of browsing software for the Mac OS, provided that Netscape would stop competing
with the platform-level browsing technologies that Microsoft was developing for its 32-bit Windows
products. The genesis of this offer had been Microsoft’ s belief that Netscape could never become the
leading platform for network-centric software development if it did not distribute a middleware layer for
the soon-to-be dominant 32-bit Windows platform. But once Netscape confirmed its determination to
offer amiddleware layer that would expose the same set of APIs on Windows, the Mac OS, and other
platforms, Microsoft recognized that it needed to tifle the attention that developers would be inclined to
devote to those APIs, even when the they rested on top of a non-Windows platform like the Mac OS.
After dl, if Navigator became s0 popular on the Mac OS that developers made extensive use of the
APIs exposed by that version of Navigator, those developers would be disposed to take advantage of

identical API's exposed by the version of Navigator written for the dominant platform, Windows.
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Microsoft therefore set out to convince devel opers that gpplications relying on APIs exposed by
Navigator would not reach as many Mac OS users as applications that invoked platform technologies
found exclusvely in Windows. Therefore, Microsoft set out to recruit Mac OS usersto Internet
Explorer, and to minimize Navigator’ s usage share among Mac OS users.

342. Jud aspre-ingdlation and promotion by OEMsis one of the most effective means of
raising the usage share of browsing software among users of Intel-compatible PC systems, pre-
ingalation and promotion by Appleis one of the most effective means of raising the usage share of
browsing software among the users of Apple PC sysems. Recognizing this, Bill Gates conagtently
urged Microsoft executives to persuade Apple to pre-ingal the Mac OS version of Internet Explorer
on its PC systems and to feature it more prominently than the Mac OS version of Navigator.

343. By the summer of 1996, Apple was dready shipping Internet Explorer with the Mac
OS, but it was pre-ingaling Navigator as the default browsing software. After ameeting with Applein
June 1996, Gates wrote to some of histop executives: “1 have 2 key goasin investing in the Apple
relaionship - 1) Maintain our gpplications share on the platform and 2) See if we can get them to
embrace Internet Explorer in someway.” Later in the same message, Gates expressed his desire that
Apple“agree to immediately ship |E on dl their systems as the standard browser.”

344. One point of leverage that Microsoft held over Apple was the fact that ninety percent of
Mac OS users running a suite of office productivity gpplications had adopted Microsoft's Mac Office.
In 1997, Appl€ s business was in steep decline, and many doubted that the company would survive
much longer. Observing Applée's poor performance in the marketplace and its dismd prospects for the

future, many 1SV's questioned the wisdom of continuing to spend time and money developing
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gpplications for the Mac OS. Had Microsoft announced in the midst of this atmosphere that it was
ceasing to develop new versions of Mac Office, agreat number of I1SVs, customers, developers, and
investors would have interpreted the announcement as Appl€ s death notice.

345.  Recognizing the importance of Mac Office to Apple' s surviva, Microsoft threstened to
cancel the product unless Apple compromised on a number of outstanding issues between the
companies. One of these issues was the extent to which Apple distributed and promoted Internet
Explorer, as opposed to Navigator, with the Mac OS.

346. Attheend of June 1997, the Microsoft executive in charge of Mac Office, Ben
Wadman, sent amessage to Gates and Microsoft’s Chief Financid Officer, Greg Maffe. The message
reflected Wadman' s understanding that Microsoft was threstening to cancel Mac Office:

The pace of our discussonswith Apple aswell astheir recent unsatisfactory response

have certainly frustrated alot of people a Microsoft. The threet to cancel Mac Office

97 is certainly the strongest bargaining point we have, as doing so will do a greet ded of

harm to Appleimmediatdly. | dso bdieve that Appleistaking this threet pretty

serioudy . . ..

347. Wadman was actudly an advocate for releasing Mac Office 97 promptly, and he
pressed for that outcome in his message to Gates and Maffel. Although they applauded Wadman's
devotion to the product, Gates and Maffel made clear that the threat of canceling Mac Office was too
vauable a source of leverage to give up before Microsoft had extracted acceptable concessons from
Apple. Maffa wrote Wadman, “Ben - great mail, but [we] need away to push these guys and thisis
the only one that seems to make them move.” In his response to Wadman, Gates asked whether

Microsoft could conced from Apple in the coming month the fact that Microsoft was dmost finished

developing of Mac Office 97.

170



348. Inorder to assure his superiors that he was pursuing corporate policy despite his
persona convictions, Wadman reported to Maffel in his June 1997 message that he had recently told
his counterpart at Apple that Maffel “would be recommending to Bill [Gates] that we cancd Mac
Office 97.” Wadman bedlieved that his counterpart “got the message that we would, in fact, cancd.”
Wadman went on to write that when his counterpart had asked what specific problems Microsoft had
with Appl€ s recent response to Microsoft’ s proposa's, Wadman had replied by mentioning four
issues, including “1E equd access” By that, Wadman meant Microsoft’ s demand that the Mac OS
make Internet Explorer just as avalable to its users asit made Navigator. According to Wadman, the
Apple employee had responded that Apple would not be able to change the Mac OS 's default browser
from Navigator until it released the next verson of the operating system product in the summer of 1998.

349. A few days after the exchange with Wadman, Gates informed those Microsoft
executives most closaly involved in the negotiations with Apple thet the discussons “have not been
going well a al.” One of the severa reasons for this, Gates wrote, was that “Apple let us down on the
browser by making Netscape the standard ingtal.” Gates then reported that he had already called
Apple' s CEO (who a the time was Gil Amelio) to ask *“how we should announce the cancellation of
Mac Office. .. .”

350. Within amonth of Gates' cdl to Amelio, Steve Jobs was once again Apple' s CEO, and
the two companies had settled dl outstanding issues between them in three agreements, al of which
were Sgned on August 7, 1997. Under the agreement titled “ Technology Agreement,” which remains

in force today, Microsoft’s primary obligation is to continue releasing up-to-date versons of Mac
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Officefor a least five years. Among the obligations that the Technology Agreement places on Apple
are severd relating to browsing software.

351. Firgt, Apple has agreed, for aslong as Microsoft remains in compliance with its
obligation to support Mac Office, to *bundle the most current verson of Microsoft’s Internet Explorer
for Macintosh . . . with dl system software releases for Macintosh Computers (‘MacOS') sold by
Apple” The Technology Agreement aso provides: “While Apple may bundle browsers other than
Internet Explorer with such Mac OS system software releases, Apple will make Internet Explorer for
Macintosh the default selection in the choice of dl included internet browsers (i.e., when the user
invokes the “Browse the Internet” or equivaent icon, the Mac OS will launch Internet Explorer for
Macintosh).” In fulfillment of this requirement, Apple did not include Navigator in the default ingalation
of the Mac OS 8.5 upgrade product. In other words, Navigator is not installed on the computer hard
drive during the default ingdlation, which isthe type of ingdlation most users dect to employ.
Therefore, most users who upgraded their Macintosh systems to Mac OS 8.5 were unable to access
Navigator without doing a customized ingtdlation. Having dready ingaled an dtogether adequate
browser (Internet Explorer) when the Mac OS 8.5 upgrade completed its default installation process,
however, mogt users are unlikely to trouble to ingtal Navigator aswell.

352. The Technology Agreement further provides that “[a]ny other internet browsers
bundled in the Mac OS system software sold by Apple shdl be placed in folders in the software as
released.” In other words, Apple may not position icons for non-Microsoft browsing software on the
desktop of new Macintosh PC systems or Mac OS upgrades. Moreover, the agreement States that

“Apple will not be proactive or initiate actions to encourage users to swap out Internet Explorer for
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Macintosh.” Both Apple and Microsoft read this term to prohibit Apple from promoting non-Microsoft
browsing software. The agreement even States that Apple will “encourage its employees to use
Microsoft Internet Explorer for Macintosh for dl Apple-sponsored events and will not promote another
browser to itsemployees.” Pursuant to this provison, Apple s management has ingtructed the firm's
employees to not use Navigator in demondtrations at trade shows and other public events. Also with
regard to the promotion of browser technology, the agreement requires Apple to display the Internet
Explorer logo on “dl Apple-controlled web pages where any browser logo isdisplayed.” Findly, the
agreement grants Microsoft the right of first refusad to supply the default browsing software for any new
operating system product that Apple devel ops during the term of the agreement.

353. Atthesametime that it entered the Technology Agreement, Microsoft concluded a
“Preferred Stock Purchase Agreement” and a“Patent Cross License Agreement” with Apple. These
latter two agreements place obligations on Microsoft that are unrelated to Mac Office, and they bind
Applein areas other than browsing software. The fact that Microsoft and Apple entered two other
agreements at the same time that they entered the Technology Agreement does not change the fact that
Microsoft’ s commitment to continue developing Mac Office was &t least partid consideration for
Apple' s commitment to distribute and promote Internet Explorer more favorably than Navigator.
Indeed, the language of the agreements themselves demondtrates that Microsoft and Apple saw the
Mac Office and Internet Explorer obligations as more closdly linked to each other than to any other
obligations the parties amultaneoudy undertook: Whereas the provison in the Technology Agreement
setting forth Appl€e s obligations relating to browsing software explicitly states that those obligations will

last aslong as Micrasoft complies with its obligation to continue supporting Mac Office, the provisons
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in the other two agreements describing the patent cross-license and Microsoft’ s purchase of Apple
stock mention neither browsing software nor Mac Office.

354. That the Mac Office and browsing software obligations are tied to each other is
highlighted by the fact that the Microsoft executives who negotiated the agreement believe that
Microsoft’ s remedy, were Apple to fail to meet its obligations with repect to browsing software, would
be to discontinue Mac Office. When, in February 1998, a Microsoft employee proposed giving Apple
an HTML control in exchange for Appl€e s agreement to use Internet Explorer asits standard browser
interndly, Wadman informed the employee that Apple was aready obligated to use Internet Explorer
asits tandard browser interndly and that Microsoft would revive the threat to discontinue Mac Office
if Applefaled to comply with its obligation. In Wadman'swords:

Sounds like we give them the HTML control for nothing except making |E the

“gandard browser for Apple?’ 1 think they should be doing this anyway. Though the

language of the agreement uses the word “encourage,” | think that the spirit is that

Apple should be using it everywhere and if they don't do it, then we can use Office as a

club.

For at least ayear after the Technology Agreement went into effect, Wadman and other Microsoft
employees continued to use the threet of reduced commitment to Mac Office in holding Appleto its
commitments to support Internet Explorer.

355.  Appleincreased its digtribution and promotion of Internet Explorer not because of a

conviction that the quality of Microsoft’s product was superior to Navigator’'s, or that consumer

demand for it was greater, but rather becauise of the in terrorem effect of the prospect of the loss of

Mac Office. To be blunt, Microsoft threatened to refuse to sal a profitable product to Apple, a

product in whose development Microsoft had invested substantia resources, and which was virtualy
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ready for shipment. Not only would this ploy have wasted sunk costs and sacrificed subgtantid profit, it
as0 would have damaged Microsoft’s goodwill among Appl€ s customers, whom Microsoft had led to
expect anew verson of Mac Office. The predominant reason Microsoft was prepared to make this
sacrifice, and the sole reason that it required Apple to make Internet Explorer its default browser and
restricted Appl€ s freedom to feature and promote non-Microsoft browsing software, was to protect
the applications barrier to entry. More specificdly, the requirements and restrictions reating to
browsing software were intended to raise Internet Explorer’ s usage share, to lower Navigator’s share,
and more broadly to demonstrate to important observers (including consumer, developers, industry
participants, and investors) that Navigator’s success had crested. Had Microsoft’ s only interest in
developing the Mac OS version of Internet Explorer been to enable organizationa customers using
multiple PC operating-system products to standardize on one user interface for Web browsing,
Microsoft would not have extracted from Apple the commitment to make Internet Explorer the default
browser or impaosed restrictions on its use and promotion of Navigator.

356. Microsoft understands that PC users tend to use the browsing software that comes pre-
ingtaled on their machines, particularly when conspicuous means of easy access gppear on the PC
desktop. By guaranteeing that Internet Explorer isthe default browsing software on the Mac OS, by
relegating Navigator to less favorable placement, by requiring Navigator's excluson from the default
ingtdlation for the Mac OS 8.5 upgrade, and by otherwise limiting Appl€ s promotion of Navigator,
Microsoft has ensured that most users of the Mac OS will use Internet Explorer and not Navigator.
Although the number of Mac OS usersis very smal compared to the Windows ingtdled base, the Mac

OS s nevertheless the most important consumer-oriented operating System product next to Windows.
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Navigator needed high usage share among Mac OS usersif it was ever to enable the development of a
Substantial body of cross-platform software not dependent on Windows. By extracting from Apple
terms that sgnificantly diminished the usage of Navigator on the Mac OS, Microsoft severely

sabotaged Navigator' s potentia to weaken the applications barrier to entry.

G. Microsoft’s Success in Excluding Navigator from the Channelsthat Lead Most
Efficiently to Browser Usage

357. Thecumulative effect of the stratagems described above was to ensure that the easiest
and mogt intuitive paths that users could take to the Web would lead to Internet Explorer, the gate
controlled by Microsoft. Microsoft did not actualy prevent users from obtaining and using Navigator
(athough it tried to do as much in June 1995), but Microsoft did make it significantly less convenient for
them to do so. Once Internet Explorer was seen as providing roughly the same browsing experience as
Navigator, rdatively few PC users showed any inclination to expend the effort required to obtain and
ingtal Navigator. Netscape could il carpet bomb the population with CD-ROMs and make
Navigator available for downloading. In redity, however, few new users (i.e., ones not merely
upgrading from an old version of Navigator to a new one) had any incentive to ingal — much less
download and ingtall — software to replicate a function for which OEMs and |APs were aready
placing perfectly adequate browsing software at their disposal. The fact that Netscape was forced to
digtribute tens of millions of copies of Navigator through high-cost carpet-bombing in order to obtain a
relatively smal number of new users only discloses the extent of Microsoft’s success in excluding

Navigator from the channdls that lead most effectively to browser usage.
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H. The Success of Microsoft’s Effort to Maximize Internet Explorer’s Usage
Shareat Navigator’s Expense

358. Microsoft’s efforts to maximize Internet Explorer’s share of browser usage a
Navigator's expense have done just that. The period since 1996 has witnessed a large increase in the
usage of Microsoft's browsing technologies and a concomitant decline in Navigetor'sshare. This
reversal of fortune might not have occurred had Microsoft not improved the quadity of Internet
Explorer, and some part of the reversa is undoubtedly attributable to Microsoft’s decision to digtribute
Internet Explorer with Windows at no additiona charge. The relative shares would not have changed
nearly as much asthey did, however, had Microsoft not devoted its monopoly power and monopoly
profitsto precisdy that end.

1. The Changein the Usage Shares of Internet Explorer and Navigator

359. A developer of network-centric applications wants as many consumers as possible to
acquire and useits products. It knows that only consumers running a browser that exposes the
requisite APIswill be able to use network-centric gpplications that rely on those APIs. So in deciding
whether to concentrate its devel opment work on APIs exposed by Netscape' s Web browsing software
or Microsoft’s, one of the questions a developer will ask is how much Navigator is being used in
relation to Internet Explorer. Dividing the total usage of each browser product by the total usage of all
browsing software (i.e., usage of the installed base) answers this question, for it reveals the proportion
of total usage accounted for by each product. The relative attractiveness to devel opers of Navigator

and Internet Explorer thus depends to alarge extent on their relative shares of al browser usage.
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360. According to estimates that Microsoft executives cited to support their tesimony in this
trid, and those on which Microsoft relied in the course of its business planning, the shares of dl browser
usage enjoyed by Navigator and Internet Explorer changed dramatically in favor of Internet Explorer
after Microsoft began its campaign to protect the applications barrier to entry. These estimates show
that Navigator's share fell from above eighty percent in January 1996 to fifty-five percent in November
1997, and that Internet Explorer’s share rose from around five percent to thirty-six percent over the
same period. In April 1998, Microsoft relied on measurements for internd planning purposes that
placed Internet Explorer’ s share of dl browser usage above forty-five percent. Thesefiguresare
broadly consistent with ones AOL relied on in evaluating its acquisition of Netscape: AOL determined
that Navigator’s share had fdlen from around eighty percent at the end of 1996 to the “mid 50% range”’
in July 1998 and that Internet Explorer’s share had climbed to between forty-five and fifty percent of
the domestic market by late 1998.

361. Before adeveloper snks cods into writing gpplications that rely on APIs exposed by
Navigator or Internet Explorer, the developer will aso want to know what share of browser usage each
of the competing platforms will enjoy in the future, when the developer’ s gpplications will reach the
marketplace, and even farther into the future, when the devel oper will try to sdl updated versions of
those applications. Dividing the new usage of each browser product by the new usage of dl browsing
software (i.e., incrementa usage) helps to formulate a prediction. If abrowser product’s current share
of dl browser usage isfifty percent, and its share of incrementa browser usage isthirty percent, the
product’s share of al browser usage will, assuming the share of incrementa usage does not rise,

gradudly approach thirty percent, asthe size of the population of browser users grows and current
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users update their PC systems. So Navigator’s and Internet Explorer’ s relative atractiveness as
platforms also depends greetly on ther rdative shares of incrementa browser usage. Microsoft's
tactics were focused on channds for the distribution of new browsing software. Moreover, excluding
the ingtalled base from the caculation heightens the sengtivity with which share of incrementa browser
usage reacts to contemporaneous forces. Microsoft was thus particularly interested in share of
incrementa browser usage, not only as an indication of Navigator's and Internet Explorer’ srelative
attractiveness as platforms, but also as a sengitive reading of the impact that its actions were having.

362. According to data on which Microsoft relied in the course of its business, Internet
Explorer was, by late 1997, capturing alarger share of incremental browser usage than Navigeator.
Specificdly, datathat the company then deemed rdiable showed that fifty-seven percent of the new
users of browsing software in the last Sx months of 1997 used Internet Explorer, while only thirty-nine
percent used Navigator. By February 1998, Microsoft’ s data showed that sixty-two percent of the
new Internet connections over the previous Sx months were using Internet Explorer, versus thirty-eight
percent for Navigator. Sincethereis no indication that Navigator users as a group employ ther
browsers more than Internet Explorer users, these data indicate that Internet Explorer’s share of
incrementa usage had exceeded Navigator’ s by late 1997. This meant that Internet Explorer’ s share of
al browser usage was moving to surpass Navigator's. To Microsoft, these numbers not only marked a
ggnificant declinein Navigator’s atractiveness as a platform, they aso reflected the substantia impact
of Microsoft’s actions.

363. The“hit” data collected by AdKnowledge comport with the share estimates on which

Microsoft and AOL rdlied internaly. AdKnowledge is acompany that markets Web advertisng
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sarvices. Once the proprietor of aWeb site sdlls space on its pages to an advertiser, AdKnowledge
stores the advertisements on its servers and ddlivers them to the appropriate pages when they are
accesed by users. One day every month, AdK nowledge monitors the number of times that each of the
advertisements appears on users screens.  Each appearance of an advertissment on auser’ s screenis
cdled a“hit” Aspart of the hit data it collects, AdKnowledge logs the type of Web browsing software
used to access the pages on which the particular advertisements appear. Thus, the AdKnowledge data
can be used to caculate monthly snapshots of the shares of usage that particular types of Web
browsng software attract from the population of users accessing the Web pages that AdK nowledge
monitors. To the extent AdKnowledge can detect the | APs through which individua users access the
monitored Stes, the data can dso be used to calculate estimates of the usage shares that particular
types of browsing software attract from the subscriber bases of particular |APs.

364. The AdKnowledge data show that Internet Explorer’s share of hitsto the monitored
Web gtes rose from twenty percent in January 1997 to forty-nine percent in August 1998 and that
Navigator's share fdl from seventy-seven to forty-eight percent over the same period. Dividing the
change in the respective numbers of Internet Explorer and Navigator hits from the first quarter of 1998
to the third quarter of 1998 by the change in the number of total hits over that same period yields afifty-
seven percent share of incrementa browser usage for Internet Explorer and aforty percent share for
Navigator. These figures are again consistent with the estimates on which Microsoft and AOL rdlied
interndly.

365. When auser accessing the Internet through AOL moves from one Web page to

another, AOL temporarily stores, or “caches,” the first Web page on aloca server. When the
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subscriber seeksto return to the first page, AOL deliversit from the loca server rather than returning to
the Web for arefreshed verson of the page. AdKnowledge only counts a hit when one of the
monitored advertissments is served to ausers computer from the Web. Thus, AdKnowledge
undercounts hitsby AOL users. AdKnowledge s atempt to implement “cache-fooling” measures has
not diminated the effects of caching. Largely asaresult of the redtrictive terms Microsoft prevailed
upon AOL to accept, Internet Explorer enjoys avery high share of browser usage by AOL
subscribers. Consequently, Internet Explorer’s share of dl hits detected by AdKnowledge is lower
than its actud share of dl usage. Correcting for the effects of caching resultsin virtudly no change to
the AdKnowledge-based caculation of relative browser usage sharesin early 1997; however, it raises
by approximately five percent the figure representing Internet Explorer’ s share of browser usage in the
third quarter of 1998.

366. Although AdKnowledge only monitors hitsto commercid Web pages, thereisno
indication that certain types of Web browsing software are used more than others to access
commercial, versus non-commercial Web stes. Furthermore, the same share trends reflected in the
AdKnowledge data appear in data collected from a prominent academic Site. The Universty of Illinois
at Urbana-Champlain monitors, on aweekly basis, the browsing software accessing its popular
engineering Web ste. The resulting data, which AOL found important enough to rely on in evaluaing
the purchase of Netscape, yield virtualy the same usage share figures as do the AdK nowledge data.

367. AdKnowledge does not undertake to collect data on the use of browsing software to
navigate proprietary OLS content or intra-enterprise networks (“intranets’). This does not detract from

the value of the AdKnowledge data as a measure of usage share for developers purposes, however,
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for most developers of network-centric gpplications look to write gpplications that will run through
Web gtes, not through OL S proprietary content or pages on an intranet. Most devel opers will
therefore pay mogt attention to estimates of the extent to which a particular type of browsing software is
being used to browse the Web. Moreover, only avery smal percentage of the copies of Web
browsing software in operation are used exclusvely to navigate intranets.

368. The advertisement banners on some Web sites dternate between different
advertisements. Assuming that AdKnowledge delivers these advertisements, asingle vist to aWeb ste
could register with AdKnowledge as multiple hits as the advertisements “rotate’ on the user’s screen.
This phenomenon does not spoil the essentid reliability of the AdKnlowledge data as a reporter of
browser usage share, though. In order for there to be a bias of sgnificant proportions, users of either
Internet Explorer or Navigator would have to exhibit a specid propensity to keep pages open asthe
advertissmentsrotate. Thereis no reason to believe that thisis the case.

369. Thus none of the characterigtics of the AdKnowledge datainvdidate it as a useful
measure of browser usage share. It is understandable, therefore, that in evauating the purchase of
Netscape, AOL viewed AdKnowledge' s hit data as one of the more rdiable indicators of trendsin the
relative shares of dl browser usage enjoyed by Navigator and Internet Explorer.

370. Microsoft's economic witness, Richard Schmalensee, testified survey data collected by
Market Decisons Corporation (“MDC”) provide a more accurate measure of the usage shares
enjoyed by different brands of Web browsing software than AdKnowledge s hit data. The caculations
that Schmaensee made using the MDC data lead to results that differ, in one main respect, from the

results generated with hit data. Whereas the AdKnowledge data show Navigator’s share fdling from
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seventy-five to fifty-six percent from the firgt to the third quarter of 1997, the MDC data show
Navigator's share holding steedly at fifty-five or fifty-ax percent over the same period. Although both
sources show Internet Explorer’ s share gaining steadily throughout that period, the MDC dataindicate
that Internet Explorer’ s rise was coming not at Navigator's expense, but rather at the expense of other
browser products, which, according to the MDC data, collectively enjoyed a subgtantid share into
1997. The AdKnowledge data, by contrast, indicate that the share of usage attributable to browsers
other than Internet Explorer and Navigator has never been subgtantia and that Internet Explorer’srise
has dways been a Navigator's expense.

371. TheMDC egtimates of the shares attributable to Navigator and other non-Microosft
browser products in 1996 differ markedly from those on which Microsoft and AOL relied in the course
of making businessjudgments. Notably, in August 1996, four months after it commissoned the first
MDC survey, Microsoft continued to estimate Navigator’ s share as exceeding eighty percent. Infact,
the senior Microsoft executives who testified in thistrid ill believed a the time of ther testimony that
Navigator's usage share in late 1995 and early 1996 had exceeded eighty percent. To the extent the
MDC edtimates differ from those which Microsoft and AOL used interndly, and which senior
Microsoft executives still embrace, the Court isinclined to trust the latter estimates. More broadly, the
sets of questions contained in the MDC surveys and the internaly inconsistent responses they evoked
reved that a subgtantia percentage of the respondents misunderstood some of the patently ambiguous
guestions they were asked, and that alarge number responded to questions when they were unsure of,
or even clearly misinformed regarding, the answers. The Court accordingly gives no weight to any of

the conclusons that Microsoft draws from MDC survey data.
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372.  Insummary, the estimates on which Microsoft and AOL rdied and the measurements
made by AdKnowledge and the Univergity of Illinois provide an adequate basis for two findings. Fird,
from early 1996 to the late summer of 1998, Navigator’s share of al browser usage fell from above
seventy percent to around fifty percent, while Internet Explorer’ s share rose from about five percent to
around fifty percent; second, by 1998, Navigator's share of incrementa browser usage had falen
below forty percent while Internet Explorer’ s share had risen above sixty percent. All Sgns point to the
fact that Internet Explorer’ s share has continued to rise — and Navigator’ s has continued to decline—
snce the late summer of 1998. It is safe to conclude, then, that Internet Explorer’s share of al browser
usage now exceeds fifty percent, and that Navigator’ s share has falen below that mark.

373. Thesetrendswill continue. In February 1998, Kumar Mehta, the Microsoft employee
responsible for tracking browser share, told Brad Chase that Microsoft’s best model projected that
Internet Explorer’ s usage share in early 2001 would stand between sixty and sixty-eight percent. This
comports with the forecast on which AOL relied in deciding to purchase Netscape: The report
presented to AOL’s board of directors prior to their vote on the transaction predicted that Navigator's
usage share would fal to between thirty-five and forty percent by late 2000. The most reasonable
prediction, then, is that by January 2001, Internet Explorer’ s usage share will exceed sixty percent
while Navigator’s share will have falen below forty percent.

374. Navigator'slarge and continuing decline in usage share has demonstrated to developers
the product’ s failure to mature as the standard software used to browse the Web. Internet Explorer’s

success in gaining usage share, together with the lack of contenders other than Navigator, has

184



smultaneoudy sent the clear message to devel opers that no platform for network-centric gpplications
can compete for ubiquity with the 32-bit Windows APl set.
2. The Cause of the Change in Usage Shares

375. The changesin usage share described above would likely not have occurred had
Microsoft not improved its browsing software to the point that, by late 1996, the average user could
not discern aggnificant difference in quaity and features between the latest versions of Internet
Explorer and Navigator. As Microsoft’s top executives predicted, however, Internet Explorer’s quality
and features have never surpassed Navigator's to such adegree as to compel asgnificant part of
Navigator's ingtaled base to switch to Internet Explorer. An internal Microsoft presentation concluded
in February 1998 that “[m]any customers see MS and NS as parity products, no strong reason to
switch,” and another internd review three months later reported, “1E4 is fundamentally not compelling”
and “[n]ot differentiated from Netscape v[erson|4 — seen as acommodity.” For atime, even among
new users, Navigator was likely to win most choices between comparable browser software, because
most people associated the Internet and cutting-edge browsing technology with Netscape rather than
with Microsoft. So, if Microsoft had taken no action other than improving the quaity and features of its
browser, Internet Explorer’s share of usage would have risen far less and far more dowly than it
actudly did. While Internet Explorer’ sincrease in usage share accelerated and began to cut deeply into
Navigator's share after Microsoft released the first version of Internet Explorer (3.0) to offer qudity
and features approaching those of Navigator, the acceleration occurred months before Microsoft

released the first verson of Internet Explorer (4.0) to win a significant number of head-to-head product
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reviews againgt Navigator. Thisindicates that superior quality was not responsible for the dramatic rise
Internet Explorer’ s usage share.

376. Including Internet Explorer with Windows at no additiond charge likely helped the
usage share of Microsoft's browsing software. It did not, however, prevent OEMs from meeting
demand for Navigator, which remained higher than demand for Internet Explorer well into 1998.
Moreover, bundling Internet Explorer with Windows had no effect on the distribution and promotion of
browsing software by IAPs or through any of the other channels that Microsoft sought to pre-empt by
other means. Had Microsoft not offered distribution licenses for Internet Explorer — and other things
of great value — to other firms at no charge; had it not prevented OEMs from removing the prominent
means of accessing Internet Explorer and limited their ability to feature Navigator; and had Microsoft
not taken al the other measures it used to maximize Internet Explorer’ s usage share a Navigator's
expensg, its browsng software would not have weaned such alarge amount of usage share from
Navigator, much less overtaken Navigator in three years.

l. The Success of Microsoft’s Effort to Protect the Applications Barrier to Entry
from the Threat Posed by Navigator

377. Inlate 1995 and early 1996, Navigator seemed well on itsway to becoming the
standard software for browsing the Web. Within three years, however, Microsoft had successfully
denied Navigator that status, and had thereby forestalled a serious potentia thresat to the applications
barrier to entry. Indeed, Microsoft's Kumar Mehta felt comfortable expressing to Brad Chasein

February 1998 his“PERSONAL opinion” that “the browser battle is close to over.” Mehta continued:
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“We st out on thismission 2 years ago to not |et netscape dictate standards and control the browser
api's[dc]. All evidence today saysthey don't.”

378. The population of browser usersis expanding so quickly that Navigator’ singtaled base
has grown even asits usage share hasfdlen. Infact, AOL credited an estimate stating that Navigator’'s
ingdled base in the United States done grew from fifteen million in 1996 to thirty-three million in
December 1998. By dl indications, Navigator'sinstalled base will continue to grow. This does not
mean, however, that Navigator is— or will be — an atractive enough platform for the development of
network-centric applications to weaken the gpplications barrier to entry. As discussed above, the
APIsthat Navigator exposes could only attract enough developer attention to threaten the applications
barrier to entry if Navigator became — or appeared destined to become — the standard software used
to browse the Web. Navigator’ sinstaled base may continue to grow, but Internet Explorer’ singtaled
base is now larger and growing faster. Consequently, the APIsthat Navigator exposes will not attract
enough devel oper attention to spawn a body of cross-platform, network-centric applications large
enough to dismantle the applications barrier to entry.

379. Not only did Microsoft prevent Navigator from undermining the gpplications barrier to
entry, it inflicted congderable harm on Netscape s business in the process. By ensuring that the firms
comprising the channels that lead mogst efficiently to browser usage distributed and promoted Internet
Explorer to the virtua excluson of Navigator, Microsoft relegated Netscape to more costly and less
effective methods of digtributing and promoting its browsing software. After Microsoft started licenaing
Internet Explorer a no charge, not only to OEMs and consumers, but also to IAPS, ISV, ICPs, and

even Apple, Netscape was forced to follow suit. Despite the fact that it did not charge for Internet
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Explorer, Microsoft could till defray the massve costs it was undertaking to maximize usage share with
the vast profits earned licensing Windows. Because Netscape did not have that luxury, it could ill

afford the dramétic drop in revenues from Navigator, much less to pay for the inefficient modes of
digtribution to which Microsoft had consigned it. The financial congtraints also deterred Netscape from
undertaking technica innovations that it might otherwise have implemented in Navigeator. Microsoft was
not atogether surprised, then, when it learned in November 1998 that Netscape had surrendered itself
to acquisition by another company.

380. Were AOL ever to attempt to revive Navigator's usage share with the intention of
building it into asgnificant platform for the development of network-centric applications, that effort
would not make any headway before January 1, 2001, when AOL’s obligation to distribute Internet
Explorer on apreferentid basisexpires. Infact, thereis presently no indication that AOL will try even
after that date to raise Navigator's usage share substantialy. First of al, as explained above, AOL
need not revive Navigator’s usage share in order to achieve an adequate return on itsinvestment in
Netscape. Secondly, while the due-diligence summary and board-of-directors presentation that
preceded the Netscape acquisition discuss AOL’s commitment to invest marketing resourcesin an
effort to slem the dide in Navigator’' s share, neither report indicates any intention on AOL’s part to
invest in actualy rasing Navigator's share.

381. Also detracting from the notion that AOL is committed to reviving the middleware
threat through Navigator isthe fact that AOL included in the November 1998 agreement with Sun a
provison making clear that the new partnership with Sun in no way obligated AOL to drop Internet

Explorer from its client software in favor of Navigator. The provison states that “AOL has no present
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intention to make any such replacement or use and shdl have no obligation to make any such
replacement or use, and that it isAOL’s present expectation that it . . . may seek to renew and/or
extend and expand its present agreement with Micrasoft Corporation to continue to distribute Internet
Explorer.”

382. Bill Gates himsdlf, who is not one to underestimate thregts to Microsoft’s business,
agpparently concluded after reviewing the November 1998 transactions that AOL would not seek to
develop a platform that would compete with Microsoft’ s network-centric interfaces. 1n December
1998, during a meeting convened to analyze the implications of the AOL/Netscape/Sun transactions,
Gates declared to the assembled Microsoft executives, “AOL doesn't have it in their genesto attack us
in the platform space.”

383. Findly, if its coveted placement in the Online Services Folder falsto entice AOL into
extending its agreement with Microsoft past January 2001, Microsoft assuredly has the wherewithd to
offer AOL additiond inducements in exchange for yet more commitments that will preclude a
resurgence of Navigator's usage share. Even if, despite the absence of sgnsto that effect, AOL drops
Internet Explorer and adopts Navigator with amind to reviving Navigator' s usage share after January
1, 2001, Navigator’'s transformation into a platform attractive enough to thresten the applications
barrier would be achimericad aspiration, especialy consdering Microsoft’ sincreasing influence over
network-centric standards. In any event, nothing that happens after January 1, 2001 will change the
fact that Microsoft has succeeded in forestaling for severd years Navigator's evolution in that direction.

384.  Although the suspicion lingers, the evidence isinsufficient to find that Microsoft's

ambition isafuture in which mogt or al of the content available on the Web would be accessible only

189



through its own browsing software. The evidence does, however, reved an intent to ensure that if and
when full-featured, server-based gpplications begin gppearing in large numbers on the Web, the number
of them relying soldy on middieware API's (such as those exposed by Navigator) will be too few to
attenuate the applications barrier to entry.

385. At least partly because of Navigator's substantial usage share, most developers
continue to ing s that their Web content be more-or-less as attractive when accessed with Navigator as
it iswhen accessed with Internet Explorer. Navigator will retain an gppreciable usage share through the
end of 2000. After that point, AOL may be able and willing to prevent Internet Explorer’s share from
achieving such dominance that a critical mass of developers will cease to concern themselves with
ensuring that their Web content at least be accessible through non-Microsoft browsing software. So,
as matters stand at present, while Microsoft has succeeded in forestalling the development of enough
full-featured, cross-platform, network-centric applications to render the gpplications barrier penetrable,

it isnot likely to drive non-Microsoft PC Web browsing software from the marketplace dtogether.

VI.  MICROSOFT'SRESPONSE TO THE THREAT POSED BY SUN'S
IMPLEMENTATION OF JAVA

386. For Microsoft, akey to maintaining and reinforcing the applications barrier to entry has
been preserving the difficulty of porting applications from Windows to other platforms, and vice versa
In 1996, senior executives a Microsoft became aware that the number of devel opers writing network-
centric gpplications in the Java programming language had become significant, and that Javawas likely

to increase in popularity among developers. Microsoft therefore became interested in maximizing the
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difficulty with which gpplications written in Java could be ported from Windows to other platforms, and
vice versa

A. Creating a Java Implementation for Windows that Under mined Portability and
Was Incompatible with Other | mplementations

387.  Although Sun intended Javatechnologies eventudly to dlow developers to write
gpplications that would run on multiple operating systems without any porting, the Java class libraries
have never exposed enough APIsto support full-featured applications. Java devel opers have thus
aways needed to rely on platform-specific APIsin order to write applications with advanced
functionality. Recognizing this, Sun sponsored a process for the creation of a software method that
would alow developers writing in Javato rely directly upon APIs exposed by a particular operating
system in away that would nevertheless alow them to port their gpplications with relaive ease to
JVMs running on different operating systems.

388. On March 12, 1996, Sun signed an agreement granting Microsoft the right to distribute
and make certain modifications to Sun’s Javatechnologies. Microsoft used this license to creete its
own Java development tools and its own Windows-compatible Java runtime environment. Because the
motivation behind the Sun-sponsored effort ran counter to Microsoft’ s interest in preserving the
difficulty of porting, Microsoft independently developed methods for enabling “cals’ to “native’
Windows code that made porting more difficult than the method that Sun was gtriving to make
gandard. Microsoft implemented these different methods in its developer tools and inits VM.

Microsoft also discouraged its business dlies from aiding Sun’s effort. For example, Gatestold Intd’s
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CEO in June 1996 that he did not want the Intel Architecture Labs cooperating with Sun to develop
methods for caling upon multimedia interfaces in Windows.

389.  Sincethey were custom-built for enabling native calls to Windows, and because they
were developed by the firm with the most intimate knowledge of Windows, the native methods that
Microsoft produced were dightly easier for developers to use than the method that derived from the
Sun-sponsored effort, and Java gpplications using Microsoft’ s methods tended to run faster than ones
caling upon Windows APIswith Sun’'s method. If adeveloper relied on Microsoft' s methods rather
than Sun’s, however, his Java gpplication would be much more difficult to port from the Windows-
compatible VM to JVMs designed to run on different operating systems.

390. Microsoft eadily could have implemented Sun’s native method along with itsown in its
deveoper tools and its VM, thereby alowing Java developers to choose between speed and
portability; however, it dected instead to implement only the Microsoft methods. The result was thet if
aJavadeve oper used the Sun method for making native cals, his application would not run on
Microsoft’ s verson of the Windows VM, and if he used Microsoft’ s native methods, his gpplication
would not run on any VM other than Microsoft’sverson. Far from being the unintended consequence
of an attempt to help Java developers more easlly develop high-performing gpplications, incompatibility
was the intended result of Microsoft’ s efforts. In fact, Microsoft would subsequently threaten to use the
same tactic against Apple s QuickTime. Microsoft continued to refuse to implement Sun's native
method until November 1998, when a court ordered it to do so. It then took Microsoft only afew

weeks to implement Sun’s native method in its devel oper tools and VM.
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391. Although the Java dass libraries have yet to provide enough functiondity to support full-
featured gpplications, they have gradudly expanded toward that god. 1n 1997, Sun added a class
library caled Remote Method Invocation, or “RMI,” which alowed Java applications written to cal
upon it to communicate with each other in certain useful ways. Microsoft was not willing to stand by
and dlow Java developersto rely on new Java class libraries unimpeded. The more that Java
developers were able to satisfy their need for functionality by caling upon the Java class libraries, the
more portable their applications would become. Microsoft had developed a set of Windows-specific
interfaces to provide functiondity analogous to the functiondity RMI offered; it wanted Java developers
to rely on this Windows-specific technology rather than Sun’s cross-platform interface. Microsoft thus
refused to include RMI as a sandard component of the Java runtime environment for Windows that it
shipped with Internet Explorer 4.0.

392. Thelicense agreement it had Signed with Sun the previous year obligated Microsoft to
offer RMI, at a minimum, on its developer Web ste. Microsoft did so, but with respect to the RMI
betarelease, it buried the link in an obscure location and neglected to include an entry for it inthe Ste's
index. Referring to RMI and any Java devel opers who might access Microsoft’ s Site looking for it, a
Microsoft employee wrote to his gpproving manager, “They'll have to sumble acrossit to know it's
there. ... I'd say it' s pretty buried.”

393. Itisunclear whether Microsoft ultimately placed RMI in amore prominent place on its
developer Web ste. Evenif it did, the fact that RMI was not shipped with Microsoft’ s Java runtime
environment for Windows meant that Java devel opers could not rely on its being instaled on

consumers PC sysems. If developers wanted their Java gpplications to cal upon communications
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interfaces guaranteed to be present on Windows users systems, they had no choice but to rely on the
Microsoft-specific interfaces instead of RMI. Microsoft undertook the effort to remove RMI from the
rest of the Java classlibraries, ingead of amply leaving it in place and dlowing devel opers to choose
between it and Windows-specific interfaces, for the sole purpose of making it more difficult for Java
developersto write easily portable gpplications.

394. Inafurther effort intended to increase the incompatibility between Java gpplications
written for its Windows JVM and other Windows JVMSs, and to increase the difficulty of porting Java
goplications from the Windows environment to other platforms, Microsoft designed its Java devel oper
tools to encourage devel opers to write their Java applications using certain “keywords’™ and “compiler
directives’ that could only be executed properly by Microsoft’s version of the Java runtime environment
for Windows. Microsoft encouraged devel opers to use these extensions by shipping its developer tools
with the extensons enabled by default and by failing to warn developers that their use would result in
gpplications that might not run properly with any runtime environment other than Microsoft's and that
would be difficult, and perhagps impossible, to port to VMs running on other platforms. This action
comported with the suggestion that Microsoft’s Thomas Reardon made to his colleagues in November
1996: “[W]e should just quietly grow j++ [Microsoft’ s developer tools] share and assume that people
will take more advantage of our classes without ever redizing they are building win32-only java gpps.”
Microsoft refused to ater its developer tools until November 1998, when a court ordered it to disable
its keywords and compiler directives by default and to warn developers that usng Microsoft’s Java

extensons would likdly cause incompatibilities with non-Microsoft runtime environments.
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B. Inducing Developer sto Use the Microsoft | mplementation of Java Rather than
Sun-Compliant Implementations

395. If dl Microsoft had done to combat the growth of easily portable Java applications had
been to increase the incompetibility between its Javaimplementation and ones complying with Sun’s
gandards, the effect might have been limited. For if Sun could have assured developers that a
Windows-compatible Java runtime environment that complied with Sun’s standards would be ingtaled
on as many Windows PCs as Microsoft’ s version, and that it would run Java applications aswell as
Microsoft’s, devel opers might have considered the cost in portability associated with relying on
Microsoft-specific technologies and instead written their Java applications using Sun’s devel oper tools.
When Netscagpe announced in May 1995 that it would include with every copy of Navigator a copy of
aWindows VM that complied with Sun’s sandards, it gppeared that Sun’s Java implementation
would achieve the necessary ubiquity on Windows.

396. Determined to induce developers to write Java gpplications that relied on its version of
the runtime environment for Windows rather than on Sun-compliant ones, Microsoft made alarge
investment of engineering resources to develop a high-performance Windows VM. This made
Microsoft's verson of the runtime environment aitractive on its technical merits. To hinder Sun and
Netscape from improving the quaity of the Windows VM shipped with Navigator, Microsoft
pressured Intel, which was devel oping a high-performance Windows-compatible VM, to not share its
work with either Sun or Netscape, much less alow Netscape to bundle the Intel VM with Navigator.
Gaeswas himsdf involved in this effort. During the August 2, 1995 meeting a which he urged Intel to

halt IAL’s development of platform-level software, Gates aso announced that Intel’ s cooperation with
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Sun and Netscape to develop a Java runtime environment for systems running on Intel’s
microprocessors was one of the issues threatening to undermine cooperation between Intel and
Microsoft. By the spring of 1996, Intel had developed a VM designed to run well on Intel-based
systems while complying with Sun’s cross-platform standards. Microsoft executives gpproached Intel
in April of that year and urged thet Intel not take any steps toward dlowing Netscape to ship this VM
with Navigator.

397. By bundling its verson of the Windows VM with every copy of Internet Explorer and
expending some of its surplus monopoly power to maximize the usage of Internet Explorer at
Navigator’s expense, Microsoft endowed its Java runtime environment with the unique attribute of
guaranteed, enduring ubiquity across the enormous Windowsingdled base. As one internd Microsoft
presentation from January 1997 put it, the company’ s response to cross-platform Java entailed
“[i]ncreased |E share — integrat[ion] with Windows.” Partly asaresult of the damage that Microsoft’s
efforts against Navigator inflicted on Netscape' s business, Netscape decided in 1998 that it could no
longer afford to do the engineering work necessary to continue bundling up-to-date VMs with
Navigator. Consequently, it announced that, starting with version 5.0, Navigator would ceaseto bea
digribution vehicle for VMs compliant with Sun’s standards.

398. The guaranteed presence of Microsoft’s runtime environment on every Windows PC
and the decreasing likdlihood that the primary host of the Sun-compliant runtime environment
(Navigator) would be present, induced many Java devel opers to write their gpplications using
Microsoft’ s developer tools, for doing so guaranteed that those gpplications would run in the Java

environment most likely to be ingtalled on a Windows user’s PC. Owing to Microsoft's deliberate

196



design decisions, more developers usng Microsoft' s Java devel oper tools meant that more Java
gpplications would rely on the Windows-specific technologies in Microsoft’ s runtime environment and
thus would not be portable.

399. Microsoft was not content to rely solely on its anti-Navigator efforts to ensure thet its
Java runtime environment would be the only one guaranteed to be present on Windows PC systems.
After dl, Netscape was not the only ISV capable of placing copies of aruntime environment on users
sysems. Many developers of network-centric gpplications were just as cgpable of bundling
compatible runtime environments with their gpplications as they were of bundling browsing software. I
the right runtime environment aready came bundled with the right browsing software, dl the more
convenient for the ISV. If not (aswould increasingly be the case after Netscape stopped bundling a
runtime environment with Navigator), though, the ISV could sill separately obtain the desired runtime
environment and bundle it with every copy of its product.

400. Recognizing ISVsasachannd through which Java runtime environments that complied
with Sun’s standards could find their way onto Windows PC systems, Microsoft induced ISVsto
distribute Microsoft' s verson instead of a Sun-compliant one. First, Microsoft made its VM available
to 1SVs separately from Internet Explorer so that those uninterested in bundling browsing software
could nevertheless bundle Microsoft' s WM. Microsoft’s David Cole revesled the motivation for this
gep in amessage he wrote to Jm Allchin in July 1997: “[W]€ ve agreed that we mugt dlow ISVsto
redistribute the Java VM standalone, without IE. 1SVsthat do this are bound into Windows because

that' s the only place the VM works, and it keeps them away from Sun's APIS”

197



401. Microsoft took the further step of offering vauable thingsto ISVs that agreed to use
Microsoft’s Javaimplementation. Specificdly, in the Firs Wave agreements that it Sgned with dozens
of ISVsin 1997 and 1998, Microsoft conditioned early Windows 98 and Windows NT betas, other
technica information, and the right to use certain Microsoft seds of gpprova on the agreement of those
ISVsto use Microsoft's version of the Windows VM as the “default.” Microsoft and the ISVs dl
reed this requirement to obligate the ISVs to ensure that their Java gpplications were competible with
Microsoft's verson of the Windows VM. The only effective way to ensure compatibility with
Microsoft's VM was to use Microsoft’ s Java devel oper tools, which in turn meant using Microsoft’s
methods for making native cals and (unless the devel opers were especidly wary and sophisticated)
Microsoft’s other Javaextensgons. Thus, avery large percentage of the Java gpplications that the First
Wave |SVswrote would run only on Microsoft’s verson of the Windows VM. With that in mind, the
Firs Wave ISVswould not have any reason to distribute with their Java gpplications any VM other
than Microsoft's. So, in exchange for costly technical support and other blandishments, Microsoft
induced dozens of important 1SVsto make their Java gpplications reliant on Windows-specific
technologies and to refrain from distributing to Windows users VMs that complied with Sun’s
gdandards. The record contains no evidence that the relevant provison in the First Wave agreements
had any purpose other than to maximize the difficulty of porting Java applications between Windows
and other platforms. Microsoft remained free to hold the First Wave 1SVs to this provison until a court
enjoined its enforcement in November 1998.

402. Inaddition to the First Wave agreements, Microsoft entered an agreement with at least

one ISV that explicitly required it to redistribute Microsoft's WM to the exclusion of any other and to
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rely upon Microsoft's native methods to the exclusion of any other methods. Such agreements were
a0 prohibited by the November 1998 injunction.

403. Microsoft anticipated that the Java language would become a popular medium in the
multimediaarena It thus wanted to ensure that the Java software created to deliver multimedia content
would not rely on Java implementations that fostered portability. Rea Networks devel oped the most
popular software for the creation and play-back of streaming multimedia content. Therefore, Microsoft
sought to ensure that, to the extent Java developers relied on Red Networks' technologies, they would
not be relying on a Javaimplementation that complied with Sun’s sandards. So, in the July 18, 1997
agreement that it entered with Real Networks, Microsoft conditioned its agreement to distribute
RealNetworks media player with Internet Explorer on RealNetworks agreement to exert its best
efforts to ensure that its player primarily use Windows-specific technology, rather than any anaogous
interfaces that Sun or Netscape might develop, to display multimedia content. Absent this obligation,
there would have been no technica reason why Real Networks could not have designed its media
player to support both Microsoft’ s technologies and ones developed by Sun or Netscape. Although
Red Networks subsequently announced that it planned to continue developing its own fundamental
Streaming software, the July 18 agreement limited the extent to which that software would include Java
technologies that complied with Sun’s standards.

C. Thwarting the Expansion of the Java Class Libraries

404. Asdiscussed above, Microsoft’ s effort to lock developers into its Windows-specific
Java implementation included actions designed to discourage developers from taking advantage of Java

classlibraries such as RMI. Microsoft went further than that, however. In pursuit of its god of
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minimizing the portability of Java applications, Microsoft took steps to thwart the very crestion of
cross-platform Javainterfaces. The incorporation of greater functiondity into the Java classlibraries
would have increased the portability of the gpplications that rdied on them, while smultaneoudy
encouraging developers to use Sun-compliant implementations of Java. In one instance of this effort to
sunt the growth of the Java class libraries, Microsoft used threeats to withhold Windows operating-
system support from Intel’s microprocessors and offers to include Intel technology in Windows in order
to induce Intd to stop ading Sun in the development of Java classes that would support innovetive
multimedia functiondlity.

405.  In November 1995, Microsoft's Paul Maritz told a senior Intel executive that Intel’s
optimization of its multimedia software for Sun’s Java dandards was asinimica to Microsoft as
Microsoft’s support for non-Intel microprocessors would be to Intel. 1t was not until 1997, though,
that Microsoft prevailed upon Intel to not support Sun’s development of Java classes that would have
alowed developers to include certain multimedia features in their Java applications without sacrificing
portability.

406. InFebruary 1997, one of Intel’s competitors, called AMD, solicited support from
Microsoft for its“3DX” technology, which provided sophisticated multimedia support for games.
Microsoft’s Allchin asked Gates whether Microsoft should support 3DX, despite the fact that Intel
would opposeit. Gates responded: “If Intel has ared problem with us supporting this then they will
have to stop supporting Java Multimediathe way they are. | would gladly give up supporting thisif they
would back off from their work on JAVA which isterible for Intel.” Near the end of March, Allchin

sent another message to Gates and Maritz. In it hewrote, “I am positive that we must do a direct
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attack on Sun (and probably Oracle). . . . Between ourselves and our partners, we can certainly hurt
their (certainly Sun’s) revenue base. . . . We need to get Intel to help us. Today, they are not.” Two
months later, Eric Engstrom, a Microsoft executive with respongbility for multimedia developmernt,
wrote to his superiors that one of Microsoft’s goa's was getting “Intel to stop helping Sun create Java
Multimedia APIs, especidly onesthat run wel (ie native implementations) on Windows.” Engstrom
proposed achieving thisgod by offering Intd the following dedl: Microsoft would incorporate into the
Windows APl set any multimedia interfaces that Intel agreed to not help Sun incorporate into the Java
classlibraries. Engstrom'’s efforts gpparently bore fruit, for he testified a trid that Intel’s 1AL
subsequently stopped helping Sun to develop class libraries that offered cutting-edge multimedia

support.

D. The Effect of Microsoft’s Effortsto Prevent Java from Diminishing the
Applications Barrier to Entry

407. Had Microsoft not been committed to protecting and enhancing the applications barrier
to entry, it might till have developed a high-performance VM and enabled Java developersto cal
upon Windows APIs. Absent this commitment, though, Microsoft would not have taken effortsto
maximize the difficulty of porting Java applications written to its implementation and to dragticaly limit
the ability of developersto write Java applications that would run in both Microsoft’ s version of the
Windows runtime environment and versions complying with Sun’s standards. Nor would Microsoft
have endeavored to limit Navigator’ s usage share, to induce 1SVsto neither use nor distribute non-
Microsoft Java technologies, and to impede the expansion of the Java class libraries, had it not been

determined to discourage devel opers from writing applications that would be easy to port between
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Windows and other platforms. Microsoft’s dedication to the god of protecting the applications barrier
to entry is highlighted by the fact that its efforts to creste incompatibility between its VM and others
resulted in fewer gpplications being able to run on Windows than otherwise would have. Microsoft felt
it was worth obstructing the development of Windows-compatible applications where those
gpplications would have been easy to port to other platforms. It is not clear whether, absent

Microsoft’ s interference, Sun’s Java efforts would by now have facilitated porting between Windows
and other platforms enough to wesken the gpplications barrier to entry. What is clear, however, isthat
Microsoft has succeeded in greatly impeding Java s progress to that end with a series of actions whose

sole purpose and effect were to do precisdly that.

VIl. THE EFFECT ON CONSUMERS OF MICROSOFT'SEFFORTSTO PROTECT
THE APPLICATIONSBARRIER TO ENTRY

408. Thedebut of Internet Explorer and its rapid improvement gave Netscape an incentive
to improve Navigator's qudity at a competitive rate. The inclusion of Internet Explorer with Windows
at no separate charge increased generd familiarity with the Internet and reduced the cost to the public
of gaining accessto it, a least in part because it compelled Netscape to stop charging for Navigator.
These actions thus contributed to improving the qudity of Web browsing software, lowering its cog,
and increasing its availability, thereby benefitting consumers.

409. To the detriment of consumers, however, Microsoft has done much more than develop
innovative browsing software of commendable quality and offer it bundled with Windows & no

additiona charge. As has been shown, Microsoft aso engaged in a concerted series of actions
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designed to protect the applications barrier to entry, and hence its monopoly power, from a variety of
middleware thregts, including Netscape' s Web browser and Sun’simplementation of Java. Many of
these actions have harmed consumers in ways that are immediate and easily discernible. They have
a0 caused less direct, but nevertheless serious and far-reaching, consumer harm by distorting
competition.

410. By refusng to offer those OEMs who requested it a version of Windows without Web
browsing software, and by preventing OEMs from removing Internet Explorer — or even the most
obvious means of invoking it — prior to shipment, Microsoft forced OEMs to ignore consumer demand
for abrowserless verson of Windows. The same actions forced OEMs either to ignore consumer
preferences for Navigator or to give them a Hobson's choice of both browser products at the cost of
increased confusion, degraded system performance, and restricted memory. By ensuring that Internet
Explorer would launch in certain circumstances in Windows 98 even if Navigator were set asthe
default, and even if the consumer had removed al congpicuous means of invoking Internet Explorer,
Microsoft created confusion and frustration for consumers, and increased technica support costs for
business customers. Those Windows purchasers who did not want browsing software — businesses,
or parents and teachers, for example, concerned with the potential for irresponsible Web browsing on
PC systems — not only had to undertake the effort necessary to remove the visble means of invoking
Internet Explorer and then contend with the fact that Internet Explorer would nevertheless launch in
certain cases,; they dso had to (assuming they needed new, non-browsing features not availablein
earlier versons of Windows) content themsdves with a PC system that ran dower and provided less

available memory than if the newest verson of Windows came without browsing software. By
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congraining the freedom of OEMs to implement certain software programs in the Windows boot
sequence, Microsoft foreclosed an opportunity for OEMs to make Windows PC systems less
confusing and more user-friendly, as consumers desired. By taking the actions listed above, and by
enticing firms into exclugvity arrangements with vauable inducements that only Microsoft could offer
and that the firms reasonably believed they could not do without, Microsoft forced those consumers
who otherwise would have eected Navigator as their browser to ether pay a substantid price (in the
forms of downloading, ingdlation, confuson, degraded system performance, and diminished memory
capacity) or content themsalves with Internet Explorer. Findly, by pressuring Intel to drop the
development of platform-level NSP software, and otherwise to cut back on its software devel opment
efforts, Microsoft deprived consumers of software innovation that they very well may have found
vauable, had the innovation been allowed to reach the marketplace. None of these actions had pro-
competitive judtifications.

411. Many of the tactics that Microsoft has employed have dso harmed consumers indirectly
by unjustifiably distorting competition. The actions that Microsoft took against Navigator hobbled a
form of innovation that had shown the potentid to depress the gpplications barrier to entry sufficiently to
enable other firms to compete effectively against Microsoft in the market for Intel-compatible PC
operating systems. That competition would have conduced to consumer choice and nurtured
innovation. The campaign against Navigator also retarded widespread acceptance of Sun’s Java
implementation. This campaign, together with actions that Microsoft took with the sole purpose of
meaking it difficult for developers to write Java applications with technologies that would alow them to

be ported between Windows and other platforms, impeded another form of innovation that bore the
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potentia to diminish the applications barrier to entry. Thereisinsufficient evidence to find that, absent
Microsoft’s actions, Navigator and Java dready would have ignited genuine competition in the market
for Intel-compatible PC operating systems. It is clear, however, that Microsoft has retarded, and
perhaps atogether extinguished, the process by which these two middleware technologies could have
facilitated the introduction of competition into an important market.

412. Mog harmful of dl isthe message that Microsoft’ s actions have conveyed to every
enterprise with the potentid to innovate in the computer industry. Through its conduct toward
Netscape, IBM, Compag, Intel, and others, Microsoft has demonstrated that it will use its prodigious
market power and immense profits to harm any firm that indsts on pursuing initiatives that could
intensify competition againgt one of Microsoft's core products. Microsoft’ s past success in hurting such
companies and stifling innovation deters investment in technologies and businesses that exhibit the
potentia to threaten Microsoft. The ultimate result is that some innovations that would truly benefit

consumers never occur for the sole reason that they do not coincide with Microsoft’ s self-interest.

Thomas Penfidd Jackson
U.S. Digtrict Judge
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